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NOTES ON THE LIFE AND WORK OF 
SIMON NELSON PATTEN 


I, FOREWORD 


When one tries to sum up the life of a many-sided man whose 
activities, just ceased, extended over some forty years of time, 
who influenced the intellectual life of his age in many different 
ways, and who helped to turn the current of economic theory 
and of popular philosophic thinking into new channels, there is 
an inescapable feeling of impotence. Yet if one has cared about 
such a man, admired him and become immersed in his teaching, 
the impulse to say to others what has been known before only 
toone’s selfisa very strongone. There is, of course, the certainty 
of partiality. But time can be trusted to remedy that; and time 
cannot be trusted to bring to light the revelations that are made 
to one’s own mind by sorrow and loss. These never return 
and once past without record are lost; but by the very emotion 
with which they are charged, they often, if preserved, help to 
round out the ultimate estimate of life and character that finally 
will be made. 

It is in this belief that I have written down here, in a some- 
what haphazard way, certain personal recollections of the man 
Patten which seem significant to me, as well as the more formal 
history of his life. One excuse for them, if they need excuse, is 
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that they may prove useful to the scholars of the future; and 
help them somewhat to explain the working of a mind that was 
at once eccentric and possessed of a strange gift of prophecy; 
that worked with the crudest materials and the humblest instru- 
ments and yet penetrated unerringly into the subtlest social 
relationships and uncovered some, at least, of the most deeply 
hidden motivating influences of economic life. 

Patten was a man who was professionally an economist—a 
professor of political economy—but who was never just that. He 
was not afraid to break down the barriers between his science 
and others and to write about ethics, psychology, education, 
sociology, religion, and biology in the manner philosophers used 
before the great specializing trend of the nineteenth century 
began and the evidence of social causation became so vast and 
so intricate that single minds could not comprehend its scope. 
This breaking through of his was not from lack of modesty; a 
humbler man never lived; but from the sheer need of his mind 
which drove him through great accumulations of knowledge to 
the material that seemed to him causative, whether it lay in the 
human organism or in the material universe. No jealousy, no 
hatred or fear, no opposition, seemed to him important enough 
to hinder this search of his for truths. 

Because the processes of his mind were obscure; because the 
gentleness of his character was hidden from casual eyes, my 
account of him may be of some value. I was one of the students 
of his later life and never knew the man whose picture at thirty- 
seven shows him’ young, bearded, vigorous. I knew him only when 
he was old and worn, one whom chance had used unkindly but 
in whom there was a courage and a hope that acknowledged no 
defeat. So I can speak only of those years; but they were his 
great years, his mature years. His was no burned-out fire. His 
mind retained the elasticity of youth. It opened most easily to 
the touch of youth too. And I came thus into some under- 
standing of the inner spirit that I cannot hope to reveal perhaps, 
but which I yet feel impelled to record somehow. 


* The frontispiece of No. 1. of the Wharton School Studies in Politics and 
Economics. 
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Il. THE STOCK 


Of his ancestry, the most significant fact is that it was 
Scotch—or Scotch and Irish with the Scotch predominating, 
for most of the Irish seem originally to have come from across 
the channel. His mother’s name was Pratt—Elizabeth Nelson 
Pratt—child, born in Washington County, New York, of Simon 
Newcomb Pratt and Deborah Nelson. His father was William 
Patten, son of James, and was born also in Washington County 
among the rolling hills. 

There is a little pamphlet, edited by Jennie M. Patten, the 
youngest of the five children of William Patten, which tells in 
detail the history of these old American families. When I first 
got hold of one of these little books and began to turn its pages, 
I was at once impressed by the intimacy of their association with 
the forming of traditions that I, at least, have always been taught 
to revere. I began at once to see that lives like that of the man 
we are here studying are the logical outcome of such ancestry 
as this. As I turned the pages I came across one of these 
ancestors of his, for instance, that came over in the ship ‘““May- 
flower” in 1620, and another that came over in the “Ann” in 1623. 
And there was an echo of the old dissent in the bare note that this 
old Puritan who came over in the “Ann” had “married in Leyden, 
Holland, in 1612, Juliana Carpenter, who was born in Wrenthaur, 
England, and who died in Plymouta, Mass.” And there was 
another, a boy, who also came on the “Ann” to Plymouth and 
married there “‘ Patience Morton, who was born in Leyden, Hol- 
land.” These were the children of adversity and exile, reared in 
the traditions of a stern race and the chill atmosphere of Ply- 
mouth. And yet a certain softness and a certain fragrance of 
womanly virtues lies in the catalogue of names casually listed 
there. There were Judith and Lydia and Esther; Ruth and 
Deborah and Sarah and Hannah; but most perfect of all, 
Bathsheba and Mercy and Persis. We do not associate stern- 
ness with such names as these, but rather the combination of 
hardihood, intelligence, and tenderness that appeared again 
many years after in Elizabeth Pratt, mother of Simon Patten. 
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Later these families were to spread westward into eastern 
New York, across New York into Ohio, out into Illinois (where 
the boy Simon was born) and, farther, into Iowa and Colorado; 
even into the South, for the descendants of these early Pilgrims 
have left their impress nearly everywhere in the United States 
and wherever they have gone they have recreated so far as they 
were able their old New England institutions.‘ And in these 
ancestors of Simon Patten we may see the prototypes of this 
expanding movement that has so far featured the history of our 


nation. 

Of the maternal grandparents of Patten the little book says: 

Simon Newcomb Pratt and Deborah Nelson were married by her 
pastor, Rev. Peter Bullions, D.D., at the home of her father, Toseph Nelson, 
Jr., in the town of Argyle, Washington County, N.Y., March 9, 1819. 
The first five years of their married life were spent in Cossayuna in the same 
county, where their three eldest children were born. They then settled on 
a farm near that village where the family lived from 1824 to 1853. Mr. 
Pratt then sold his land and bought a home in Cossayuna where he lived 
until his death in 1881. He was a prosperous and influential farmer and 
accumulated a considerable property. Mr. and Mrs. Pratt and nearly all 
of their children were members of the South Argyle United Presbyterian 
church. Their grandchildren are, with few exceptions, Presbyterians or 
United Presbyterians. 


It will be seen that everything in this concise little record con- 
firms the nction that these people were intimately associated 
with the formation and growth of the phenomenon we know as 
America. It was such families that formed the solid material 
out of which a new society could be created. These were no 
weakling men and whining women. They took rough land, 
cleared it, and broke it to the plough; and they built a homestead 
by its fruits. When they were old in years they sold out, took 
their gains, and went to live out a comfortable and respected old 
age in the near-by village. In the meanwhile their children had 
been raised in the tradition of work and the fear of God; and 
when they were of an age they married and went on farther into 
the West where there was still be be found unbroken land that 


t For a history of this movement see Lois Kimball Mathews, The Expansion of 
New England. 
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might be made to support a family and that could finally be sold 
at a profit. 

But occasionally, one may see, if he looks through this little 
book, that the Pratts and the Pattens left their ploughs and their 
stables and went to fight in the wars or to serve the common- 
wealth in other ways. For all the wars, they furnished soldiers; 
and there were some who went into the professions, especially 
law, and made their way to the benches of the judges. Of these 
last there was one who rose to be an Associate Justice of the 
United States Supreme Court. This was the Hon. Samuel 
Nelson, who was also a member of the Joint High Commission 
to settle the Alabama Claims. And there was a certain Hon. 
John Savage who was the Chief Justice of the Supreme Court 
of New York from 1822 to 1836. 

Long before Simon Pratt and his wife Deborah sold their 
farm and moved into town, their daughter Elizabeth had mar- 
ried young William Patten and had gone West with him to 
Illinois. The little book of genealogy says that she was “married 
in her father’s home one and one-half miles north of Cossayuna, 
October 11, 1843, to Hon. William Patten,” and it goes on to say 
of him that “he was born in the village of East Greenwich, Wash- 
ington County, January 21, 1817; died while on a visit to his son, 
Edward, in Yuma, Colorado, February 1, 1897. He was the son 
of James Patten and wife, Mary Robertson, of Salem, New 
York. His grandparents, William Patten and wife, Martha 
Nesbitt, came from Stonebridge, County Monaghan, Ireland, 
and settled in Argyle, Washington County, New York, in June 
1794.” 

Young William Patten must have gone on ahead to Illinois to 
prepare a home, for the record shows that he first arrived at his 
future home in the present township of Sandwich in De Kalb 
County on May 17, 1843. It was in October of that same year 
that he was back in Cossayuna being married to Elizabeth Pratt. 
But it was not until two years later—January 1, 1845—that with 
his young wife he moved onto the farm he had “‘pre-empted from 
the government” and that for nearly sixty years was the family 
homestead. In April of that same year their first child, a son, 
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was born; and in spite of the hardships of life on a pioneer 
homestead, with unbroken land around and a rudely impro- 
vised house for a home, their happiness was very great." 

This William Patten whom Elizabeth Nelson had married 
was a stern man; but with all his sternness he had a streak of 
humor and an active sympathy that tempered his harshness. He 
was a good United Presbyterian, like Elizabeth his wife, and was 
for forty years a ruling elder in the church. He was big physi- 
cally, a powerful and impressive figure ofa man. He had a quick 
intelligence, he moved alertly, and some of the Irish facility of 
speech had survived in him. The Pratts—and the children of 
Elizabeth—were lankier and slower; tougher fibered and less 
easy of speech. They were Scotch and United Presbyterian to 
the very bone with that inveterate Scotchness that survives all 
outer change and resists all the molding forces of life, persisting 
through prosperity and adversity alike. 

The father of William Patten, from County Monaghan, 
Ireland, who settled in Argyle, seems to have been a ‘‘swapper,” 
a sort of Irish David Harum; and he made his living by it. He 
had the reputation of never having lost in a trade. He married 
into the Scotch line. Of his ancestors, the Pattens and the 
Nesbitts, William Patten was one time heard to say: “‘I will not 
boast of the men that they were better than other men but there 
were among them some of the noblest women I ever knew.” 
in 1847 when Martha Patten, William Patten’s mother, went 
from Illinois to visit her relatives in Washington County, New 
York, the postmaster at Little Rock, Illinois, where she took the 
stage, said to the driver: ‘Take good care of Mrs. Patten for 
she is the mother of three good sons.” One of these good sons 
was the father of Simon. 

Two years before Simon was born, but when he had already 
fathered three sons (two of whom had died, however), William 

* This son was named James Miller Patten. He died at the age of four, but 
after the birth of a second son, Simon Newcomb Patten, who also died in infancy. 


2For this and much other information concerning Patten’s early life I am 
principally indebted to two persons: his sister, Jennie M. Patten, who now lives 
in Yuma, Colorado, and Joseph French Johnson, Dean of the Washington Square 
College of New York University, who was a boyhood friend. 
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Patten, responsive as ever to the movements of his time, started 
overland for California. ‘‘He left his home on 12 March 1850 
and arrived in Sacramento 2 August. He remained in Cali- 
fornia a year and returned by way of Panama to New York where 
his wife with their son Edward had gone to stay with her parents 
at Cossayuna.”” He arrived in summer. On May 1, 1852, the 
boy Simon was born in the house of his grandfather. His 
earliest infancy was spent here and it was suggested to me by 
his brother Edward, who still survives, that it was their mother’s 
going from the malaria in Illinois to the healthier climate of 
New York that gave Simon an advantage over the other children 
born in the home in Illinois. De Kalb County, Illinois, is not 
usually associated with malaria, but it must be remembered that 
whole sections of the state lie low and that one of the greatest 
problems of the early Illinois settlers was proper drainage for 
their land. The Patten homestead suffered from this disad- 
vantage until the country was sufficiently settled so that 
co-operative drainage could be undertaken. It is significant, 
however, that William Patten was the first farmer in his county 
to tile his land. 

On one side descended from Mayflower Puritans and Scotch, 
a stock which produced prosperous farmers aplenty and, on 
occasion, Justices of the Supreme Court; and on the other side 
descended from a mixed Scotch-Irish race that could issue in a 
man like William Patten, rember of the legislature, prosperous 
farmer, and Civil War captain, young Simon had a singularly 
advantageous heritage. It was an ancestry that had proved 
itself in the most difficult circumstances, that had fairly met the 
hazards of a pioneer life, that had been able to wrest prosperity 
from new and untried soil. It was a heritage of health and 
courage; but it was more—a heritage of insight and power, 
insight into the essentials of the adjustment between man and 
nature and power to master the forces that might have swept 
away a weaker race in the exigent stream of pioneer hard- 
ship. 

But not only was he blessed with good blood, he had also pre- 
cisely the kind of an environment that might be calculated to 
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develop out of good material a useful man. A boy’s relations 
with his father and his brothers in a pioneer home are apt to be 
definitely formative influences; and we see that young Simon 
had a father of whom a boy might well be proud and a brother 
and cousins of about his own age upon whose experiences he 
might lean. Then, too, the life on a large, new farm breeds 
independence and a kind of self-reliant strength; and these 
early years of his were not only to be passed on a mid-west farm, 
but also in stirring times, Civil War and reconstruction times, and 
his father was an interested participant in both. The family 
was an important and a prosperous one, the Patten boys were to 
become lads of standing in the community, expected to go as 
far as any man in a land where all boys were trained for futures 
which might culminate, if not as prosperous farm proprietors, 
then perhaps on the benches of the courts, in governors’ chairs, 
even in the White House in Washington itself. 


Ill, EARLY YEARS 


It is not so very difficult to call up a picture of that home- 
stead in Illinois. The farm lacked but little of being a mile and 
a half long and a half-mile wide. In was fertile as only that deep 
prairie soil can be fertile, with an urgent fecundity that was the 
fortune of those early farmers. The size of the operations carried 
on there can be judged by the numbers of the herds and the 
bushels of the crops. There were maintained on the place, during 
Simon’s boyhood, 170 head of cattle (shorthorns), 250 hogs, and 
20 horses. There was a private creamery that made upwards of 
10,000 pounds of butter in the year. The crops were the normal 
ones for Illinois and were marketed through the stock very 
largely—corn, oats, and hay. It was planned to raise about 
3,000 bushels of oats and 5,000 bushes of corn; and the year was 
a poor one that did not find winter coming on with 200 or more 
tons of hay stored away in the capacious barns. One of the 
problems of later years was to build barns of sufficient capacity 
to accommodate the growing herds and swelling crops, their 
provender. But it was finally accomplished and the children of 
William Patten still remember with what pleasure he rubbed 
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his hands during the winter storms and gleefully remarked 
that “every critter on the place is under roof.” This of itself 
was an achievement that merited his satisfaction, but he was 
never contented with the state of his breeding operations and 
constantly experimented to raise the quality of his stock. There 
are records of some fancy prices received for fatted shorthorns; 
and the amount of butter made was increased year by year. He 
was the first farmer in DeKalb County to own a windmill, too; 
and we have already said that he was the first to tile hisland. All 
this gives us a picture of the man and the world of which he was 
master. It was with this man and in this world that Simon was to 
come to his maturity. William Patten was no conservative; he 
believed in progress and in prosperity; and in spite of the fact 
that he was a United Presbyterian elder he provided what he 
could of the finer things of the world for his growing family. 
Young Simon had a right to grow up convinced that prosperity 
was possible through progress and that nature was “‘a generous, 
not a niggard, queen.” It seems not the least strange that the 
boy who moved among these stirring changes and had his bread 
from these productive fields that filled the barns to overflowing, 
should grow up to write books called The Theory of Dynamic 
Economics or The Theory of Prosperity. 

It was when young Simon, or “Sime,” as his brother, his 
cousins, and the neighbor lads called him, was but four years old 
that his beloved mother died. But she had left her mark. She 
was a woman of rare charm, intelligence, and energy, and she 
passed on to him an inheritance of a permanency that may be 
judged by an incident related to me by his sister: 


In 1881, when Simon visited his relatives in Washington County, New 
York, at my request he went to the old McNaughton burial ground where 
several of our ancestors were buried on land then owned by a Mr. George 
Christy. Out of courtesy he called at Mr. Christy’s home for permission. 
Mr. Christy himself opened the door and instantly exclaimed, “I do not 
know who you are but you look like William Patten and William Pratt.” 
[William Patten was his father and William Pratt was his mother’s brother. ] 
You will see [his sister continued], that he resembled both his parents—but 
both physically and mentally the resemblance was strongest to his grand- 
father Pratt. 
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This grandfather, whom Simon so much resembled—“more than 
any of his children or any of his other grandchildren” —was a 
man of unusual qualities, of great native intelligence and what 
was then called “common-sense,” which meant, I suppose, that 
his judgment was valued by his neighbors. He was an older 
brother of Judge Daniel Pratt of the Supreme Court of New York. 
He helped to educate his jurist brother and is reputed in the 
family to have been much the abler man of the two. He was a 
New Englander to the core, rather stern, a thorough Puritan, 
yet greatly beloved in his family circle. 

But it was not only for the bequeathing of these qualities that 
young Simon had to thank his mother; also he was indebted to 
her for the boundless love of a mother for her favorite child. 
In the winter of 1856 young Simon fell ill of typhoid fever, that 
scourge of pioneer life. His mother’s frantic care broke her 
down; she too contracted the disease and died of it. 

Seven months later his father married again, and Simon’s 
youth was lived out under the care of his stepmother. The young 
Pattens seem to have had a great affection for her, but she 
soon had a growing family of her own—there were five children 
of this marriage—and young Simon must have got most of his 
early training out on the farm among his brothers, his cousins, 
and the hired men. But this second mother came also from 
Washington County, New York. Her name was Jane Somes and 
she came out of the same general tradition, at least, from which 
Elizabeth Pratt had come. This must have increased the chance 
of sympathy and understanding and lessened the likelihood of 
the development of any deep friction between them; and, indeed, 
there is not the slightest evidence that any did develop. 

This new mother came to an easier life than that Elizabeth 
Pratt had faced from her wedding day. William Patten’s new 
house—for he had built a new home for his bride—was one of 
those large white houses with green shutters that still survive 
throughout the country—signs of New England moved toward 
the West. It was large enough, at least, so that there were ten 
bedrooms. Now the house is sheltered under great elms that 
completely shade the lawn; but then the trees were younger and 
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there were more of them. Patten’s sister relates an incident 
that describes the kind of a homestead it was. She said: “Once 
when father was walking along the road, a stranger asked him 
who owned the place and when father said, ‘I do,’ the man said 
‘It is the handsomest place I ever saw!’” 

When he was young, Simon shared a room with his brother 
Edward who was three years older than himself.t Their room 
was about twelve feet square and comfortably furnished. Twelve 
feet square is not large but it was large enough, for when Simon 
came to need solitude he was not dependent upon a room into 
which he might retire. The chance to be by oneself could never 
have been lacking on that place of many barns and in that land 
of rolling open plains with its sparse population. The living room 
of the Patten home was twenty feet by twelve. It was always 
littered with newspapers and magazines, favorite among them the 
Chicago Daily Tribune and Harper’s Monthly, for all the family 
read a good deal, were interested in current happenings, and 
discussed them customarily in the long evenings. Their first 
mother had been an inveterate reader and seems to have been 
interested a good deal in literature. William Patten him- 
self was fond of reading and of knowing what went on in all 
the world, and so the isolation in this prairie home cannot 
have been so great as it might seem to have been at first 
glance. 

William Patten, about this time, was a member of the Illinois 
legislature. He was, we know, a legislator both times when 
Lincoln was a candidate for senator. He voted for Lincoln in 
the famous Lincoln-Douglas contest for the senatorship in 
1858. In 1854 he was one of the seven members of the legisla- 
ture who, by voting for Lyman Trumbull for senator, defeated 
Lincoln. Lincoln later thanked him for voting as he did, and 
well he might, of course, for his defeat then was one of the events 
which made the Presidency possible later on. During the Civil 
War, William Patten was the captain of Company H, 156th Reg- 
iment of Illinois Volunteers. 


* Edward Moses Patten, who now lives in Yuma, Colorado, the father of six 
children and greatly respected in the community. 
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But by the time young Simon was thirteen the war was over 
and things were somewhat more settled at home so that for a 
time the quiet way of country life was uninterrupted. Indeed, 
I suppose it was much less upset by even so stirring an event as 
the war than we are apt to think in looking back. The harvests 
came and passed, “the corn was gathered to the granges,” the 
herds demanded a care that was monotonously insistent, there 
was land to be fitted as soon as the spring rains were over. 
All these tasks recurred as the years came and went whether or 
not there was war, whether or not Mr. Lincoln was elected, 
whether or not the reconstruction was successful. The major 
part of life was as it had always been. Reading and occasional 
country “‘socials”’ or sleighing parties furnished the most impor- 
tant amusements. But with the many-sided productive inter- 
ests of a going farm of five hundred acres, there was no lack of 
interest in life even though cards and, indeed, games of all kinds 
were forbidden in this Presbyterian home. Any young Patten 
would have looked at the speaker with blank astonishment who 
suggested that life was dull or amusement scarce. It was a full 
life, a satisfying life, and all the young Pattens felt it so, and 
among them Simon, though, as he grew, he came more and 
more to feel himself an alien among his people. This was an 
emotion that was to intensify as time went on. Just now, how- 
ever, it came upon him only by “‘fits and starts,” as I have heard 
him say, and such times he drew away into himself, finding the 
loneliness of the fields a solace. He came to depend upon the 
haymows and the milk-house as refuges, for there was in him a 
great need to think and a need for time to be alone and space 
to be alone in. He shirked his work about the farm, and got 
to be called “lazy” by an exasperated father, though, in these 
years, what duties were laid on him were far from arduous. 

Emotionally, he felt responses stir in him until the ecstacy 
of the experience choked him as he looked across the fields and 
saw the growing grain, as he moved among the steaming cattle in 
the barns in winter, as the smell of new-cut hay came up out of 
the meadows on an evening wind. It was an incoherent and 
troubling experience, somehow like a boy’s communion with 
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Divinity, and yet there was no place for it in the Presbyterianism 
that assailed his ears at church on Sunday or daily in his father’s 
family prayers. Its main effect upon him was to torture his boy’s 
mind with the need to fit it all into an understandable place and 
giveit meaning. He was not the creature of his senses even then. 
He was much less poet than philosopher. 

All about this prairie lad growing toward his adolescence and 
then away from adolescence into the first years of manhood, were 
the manifold aspects of a primitive nature just being brought into 
controlby man. Year by year more land was drained and broken 
to the plow; year by year there were additions to the herds; 
year by year new barns and stables were added. It was an 
expanding time of life not only for young Simon Patten who 
came to be 6 feet 2 inches by the time he was fourteen, but also 
for the country in which he lived. In 1850, Chicago, the metrop- 
olis of the West, was just a little city that by 1860 had barely 
reached a hundred thousand. The state of Illinois, that in 
1800 had had no permanent population worth recording and only 
8 persons to the square mile in 1840, was to double that figure in 
the decade 1840-50, when William Patten first came into the 
West, and to double it again in the decade when young Simon was 
born: by 1870 it was approaching the density of 50 to the square 
mile. 

In these years, too, there began a great agricultural revolution 
as the mowing machine, the hay-rake, the reaper and binder, and 
later the threshing machine came into use. Young Simon knew 
what it was to swing the scythe and the cradle; but before he 
left the farm for good such heartbreaking labor had passed 
into the limbo of happily forgotten tortures. He saw what it 
meant, to bring machinery on to the land, how man’s work 
could be multiplied many times by the effort of his intelligence. 
The wonder is not that one could see these changes and forever 
after believe in the unlimited power of man over nature; but 
that there could be a generation growing up in the same knowl- 
edge who could follow blindly into the cul-de-sacs of Classical 
English economics. Nature in these years poured out her 
largesse in growing rivers of grain that flooded the markets of 
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the world, and Simon Patten, looking on, formulated a new phi- 
losophy to be substituted for the old philosophies of misery. We 
no longer live in an age of deficit and pain, he said, but rather in 
an age of surplus and pleasure when all things are possible if we 
will but keep our eyes turned toward the future and strip our 
intelligences for their tasks. This surplus was coming out of 
fields such as he now lived on in Illinois; these intelligences were 
such as he saw in his father and such as he divined behind the new 
reapers and the new railway trains. Even while he was a boy 
he was fumbling toward these generalizations. 

I think it is not true, as has sometimes been said, that he 
never came to see the urgency of the problem of poverty. It was 
just the fact that it was urgent and was also unnecessary that 
furnished the driving ideals of his youth, that took him to 
seminary and to college. But it has always to be remembered 
as a sort of key to all his later life that in his formative years he 
had seen nature strong and fecund and generous on the plains of 
Illinois and that this influence was strongest in him all his life. 
He was destined to dissent utterly, for this reason, from the 
current orthodox view of the usefulness of the theories of dimin- 
ishing returns, the iron laws of wages, the laws of population, 
and the like, which depended for their ultimate validity upon the 
niggardliness of nature. He was to become a prophet of pros- 
perity and progress because his philosophy was indigenous to 
the mid-west cornfields instead of coming second-hand from the 
books of men who had grown up beside the meager turnip-fields 
of Europe.’ 

IV. SCHOOLING 

Among the important influences in the career of any man is 
his experience of what we somewhat inaccurately call ‘educa- 
tion’”’—meaning “schooling” to use a more precise American collo- 
quialism. And this “schooling” is of course a doubly important 
influence in the lives of future scholars, scientists, and teachers. 
This is because they must become so completely saturated with 


* A few figures suffice to show the great expansion of American agriculture at 
this time. In 1860 the exports of corn were a little above 50 million bushels; in 
1880 they were nine times as great. In the same period the exports of wheat 
increased from 51 million to 550 million bushels. 
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the whole of our inherited knowledge before they can intelli- 
gently impart it to others, and particularly before they can begin 
to contribute to the inheritance that another generation is to 
receive. For this reason I have taken some pains to investigate 
the nature of Patten’s schooling, and I found it to be of a very 
special sort, very different from the kind of discipline a boy must 
undergo in these days on his way through the grades, through 
high school, through the undergraduate years, and through an 
indefinite training for the doctorate. 

Patten went from district school to seminary and thence to 
three collegiate years which yielded him the degree of Master of 
Arts and the Doctorate of Philosophy. This simply could not 
happen now; and yet the process seems to have produced results, 
of a certain sort, at least, in men of unusual qualities. Perhaps 
it was not so good a course of training for men of less ability who 
need more pressure; but it sufficed to train a fruitful generation 
of scientists, scholars, and industrial leaders for America. Its 
distinguishing feature has seemed to me to emerge as a certain 
number of relatively free years in which to pursue researches 
quite unhindered, but with a little help and with plenty of time 
to think and to argue with one’s fellow-students. There was 
certainly in Patten’s education very little pressure used, and there 
can have been very little disciplined study as we know it now. 

The district school which Patten attended was the usual small 
frame building that furnished the early educational environment 
of all pioneer America. The winds blew in at the cracks in win- 
ter, in spite of the banking around the baseboard outside, and 
much black Illinois mud was tracked in at the entry in spring and 
fall; but the stove was kept hot with sticks of hickory and elm, 
and mud on the floor did not endanger any precious Turkey 
carpets. It was a crude milieu for the career of reason to be 
worked out in; but ninety-nine scholars in the hundred were 
going to be farmers or farmers’ wives anyway and these, in the 
opinion of the time, were trades best learned at home in any 
case. The one in the hundred who looked farther had to be 
endowed with exceptional abilities—and also with exceptional 
energies, for he had to educate himself. 
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In Patten’s time there were in the school some thirty pupils of 
all ages and all states of advancement including the other young 
Pattens. Of course there was but one teacher. It was this same 
district school that “‘ Joe” Johnson came to teach after Patten had 
gone up to Jennings Seminary. Spelling and mental arithmetic, 
he has said, were the important parts of the week’s work. 
Much energy went to the winning of the spelling bees on Friday 
nights, and a good share of the day was spent in such exercises as 
the following: “Six times nine is three-eights of what number ?” 
thrown out without warning by the teacher from his raised desk. 
The interest in mental arithmetic never failed. Also there was a 
good deal of emphasis upon the memorizing of “pieces” to be 
spoken on stated occasions when the school held “evening 
exercises’’ and entertained invited guests. 

Patten seems not to have been a recluse at all in these years 
at district school—not at least so that it was noticeable by his 
fellows. One sport he developed a fondness for—baseball, and 
later on at seminary he acquired what seems to have been a 
first-rate ability to cover first base. This was, however, his 
single touch with sport and it soon passed. There were no sports 
in Germany and he did not miss them.' 

While he was in district school he worked much about the 
farm, though never more than he had to by his father’s direction. 
He cared for stock; and upon occasion joined in the emergency 
work of the farm. He ploughed and harrowed in fall and spring, 

* In later years he tried to recapture some of the magic of it at professional 
games in Philadelphia. I myself have sat with him on the bleachers; but the charm 
was really gone. No other game or sport ever attracted him, with but one excep- 
tion: in later years he played a good deal of bridge with a little group in Phil- 
adelphia. But the testimony seems to be universal that he never became anything 
like a good bridge player. Indeed I have some reason for believing that he 
approached the game in a curious fashion which hid the real motive he had in 
playing, which was to establish some workable friendly relationships, which were 
so very scarce in his life because of the withdrawals he made from the ordinary 
occupations of existence. He had “systems” of play. And he was not a little 
piqued that they were uniformly dismal failures. But I think he did not want 
particularly to be a good bridge-player—not for the bridge—but he did want the 
release of friendly intercourse that being a good player would bring. There was 


hardly another activity of his whole life where he sat down to equal give and take 
with men. 
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and at the haying and harvest seasons he worked with others in 
the fields. He had two particular friends besides his brother 
“Ed.” They were his cousins “Jim” (James A.)* and George 
(George W.) Patten, sons of his father’s brother. He had a 
sweetheart too. She is a lady who is still living and who there- 
fore cannot be discussed here, but she has been described to me 
by Dean Johnson, who taught her and her girlhood chum, Jennie 
Patten, in district school. In his phrase she was a “‘minx,” mean- 
ing by that, he said, “the sort of a girl who led one on but with 
whom one never took liberties.” It was a rather pathetic little 
romance and went no farther than a passionate intrusting to the 
“minx’s” ears of the urgencies of young Simon’s missionary 
zeal for the good of the world. When he came back from Ger- 
many, a doctor of philosophy, she seems to have been married, 
which is proof enough that she either did not take her district 
school romance seriously or that she tired of waiting for Simon 
to become a breadwinner. 

But young Simon was already leading a secret life of his own 
that was not even shared with the “minx.” It could not have 
been shared, because the causes were so indefinite and so unfor- 
mulated even in his own imagination. The milk-house and the 
haylofts were places that a young philosopher who had not yet 
learned to know his own mind could go to be alone when the 
need was upon him; and he was alone as he followed, half- 
mechanically, the long black furrows that lengthened as the green 
sod rolled back from the share of his plow. A more mature 
inquirer fails completely in the attempt to reconstruct the history 
of this undisciplined imagination as it began to make its first 
flights into the empyrean of adolescent philosophy. But we 
know that in the solitary hours he developed the germs of many 
of his later completed theories, ideas that startled everyone around 
him as he continued to startle everyone around him all his life. 
His youthful mind was as bold as it was undisciplined and the 
results of his cogitations startled his father, his cousins, and his 
more or less incurious friends. One of them describes his mind 
as being one that produced results in the hearer similar to those 


‘Later celebrated for engineering a corner in wheat on the Chicago exchange. 
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that might be caused by ‘‘a locomotive bearing down upon a 
victim who was tied to the track”—an illustration obviously 
borrowed from the melodrama of the eighties but nevertheless 
expressive. 

These startling evidences of intellectual power grew too 
noticeable to be passed over as the eccentricities of a youth that 
was somewhat queer anyway. It was recalled in the family 
circle that ‘‘Sime” after all came of a line that had produced 
not only farmers but also lawyers and jurists. His father seems 
to have regretted his own lack of legal training and to have felt 
that his political career, although it had carried him into the 
legislature twice, might, with this lack supplied, have carried 
him much farther. He was not the man to thwart his son’s 
ambition. He was rather one to foster it since it led toward 
goals he himself had missed. And so young Simon was dedicated 
to the law, the most highly honored profession of pioneer life, in 
much the same spirit, as, in older civilizations, families dedicate 
a son every now and then to the service of the church. The 
first step toward the satisfaction of this ambition was clearly 
education—more ‘schooling’; and schooling he must there- 
fore have. It was quite logical that in the winter of his seven- 
teenth year, then, having drained the possibilities of the country 
school, and having been shaped body and mind by the long days 
of farm work, the continued vision of a fecund nature, the hot 
suns of summer and the harsh winds of winter, he should have 
moved on to the nearest city and the educational institution that 
bore the most celebrated reputation in all the country round. 


Vv. SEMINARY 


The year 1869 was amomentous one. The first railroad train 
from Chicago rolled down the westward slope of the Pacific 
ranges; General Grant began to look forward to the presidency; 
and Simon Patten went up from Sandwich to Jennings Seminary 
in Aurora. If a line should be drawn on a map of Illinois in a 
westerly direction from Chicago for about 60 miles it would just 
reach the little town of Sandwich, a place of about 400 persons 
in 1870. The Pattens did their trading there. The line on the 
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map which reached from Chicago to Sandwich would have passed, 
about 40 miles out, through Aurora. 

Jennings Seminary would, I suppose, in the greatest days, 
not have compared very favorably with a modern high school; 
but it thought of itself then as something of very little less impor- 
tance than a college. And it was constrained to conduct itself 
more as a modern college does than as a high school should. 

Here Patten lived while the railroad boom took a great hold 
on the country and while the grain of the Middle West gathered 
itself in great rivers and inundated the East. He found influ- 
ences here that had a very definite effect in shaping his career. 
The first of these was his acquaintanceship with young “Joe” 
Johnson, baseball player, favorite among the girls, and leader 
among the youths. His was the first really notable personality 
outside his family that Patten had come into contact with. It 
was a personality sharply differentiated from Patten’s; and it 
represented a way of life that was almost antithetical. 

Patten carried a high pressure, long unreleased, of idealistic 
steam. He longed to reconstruct the world, to liberate the 
oppressed, to carry the truth to the unenlightened—in short, 
to expend the unlimited intensities of his energy in the service 
of his felow-men. Young “Joe” Johnson was a lad of a more 
practical sort, more debonair, more schooled in the pleasurable 
activities of existence, less a farmer lad and more a sophisticated 
urban youth. Moreover, he had not been raised in the United 
Presbyterian faith and so had not Patten’s repressions nor his 
idealistic enthusiasms. He was willing to postpone saving the 
world (though this also had its romantic appeal) in favor of beau- 
ing the girls to parties and captaining the seminary athletic 
teams in an immediate and highly flavored present. He was a 
lad who lived life as it came; and it seemed to him desirable. 
Patten lived always in the future and not so much denied himself 
the things of the moment as had no appreciation of them. And 
he never lost this trait. 

But they both had unusual abilities and they recognized in 
each other, though they were so different in training, in ideals, 
in ways of living, the true metal of intelligence. And it was on 
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this basis that their friendship prospered. In many ways it was 
a tragic friendship, especially for Patten, who had so few friends 
and who less and less possessed the ability to attract friendship 
as he grew older, for they grew away from each other after a 
few years. It was inevitable, but it hurt Patten a great deal. 

The principal of Jennings Seminary was another definite 
influence that came into Patten’s life here. His name was George 
W. Quereau. He affected Patten in two ways; for one thing 
he opened to him the new world of moral philosophy and for 
another he furnished an object lesson in how not to conduct the 
thinking process; for although the principal was inclined toward 
moral philosophy it was—as with so many philosophers—not out 
of a need to resolve the paradoxical mysteries of truth, nor out of 
the fumbling search for guidiance toward ideal ends that young 
reformers feel, but simply from a love of the technique of dialec- 
tics. He was a philosophical delettante, in reality, and a rigid 
conservative under a plastic surface. He seems to have aroused 
in Patten that same boldness that had startled the country folks 
back home. He was never one to be awed by position or prestige 
anyway, because the force of these things missed him nearly alto- 
gether. And so Quereau’s philosophy got to be a weapon to be 
used against himself. 

The course of study pursued here was well weighted with 
mathematics and with the ancient languages; but the main 
emphasis under Quereau was upon the ‘‘ Evidences of Christian- 
ity,” on “Mental Philosophy,” and ‘‘ Moral Philosophy.” Aurora 
was a smallish city, but yet a city, and Patten was very much 
a country boy, overgrown and awkward, with enormous hands and 
feet which he was never certain how to dispose of; he was rough in 
speech and uncouth in manners with that native Illinois uncouth- 
ness that neither residence abroad nor forty years of Philadelphia 
were ever able to change very much. Even as a boy of eighteen 
or twenty, when most young men are at their most fastidious, 
with slicked-down hair and stylish clothes, Patten could scarcely 
make himself sufficiently presentable for the society of Aurora. 
His friend “Joe” Johnson was constantly embarrassed in his 
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company. Patten could feel the shame of this but he found 
himself utterly unable to do anything about it. He was sensitive 
then as always to the lack of approval and he tried desperately 
for conformity but it always just escaped him. His coats never 
fitted; his trousers were somehow never able to descend to his 
shoe tops as well-behaved trousers should; his shirt-sleeves were 
too long and his necktie slipped around under his collar. These 
unfortunate surface deficiencies were to remain to torture him 
always. The neat Hausfrau of his German lodgings almost 
refused him admittance because of the state of his overcoat when 
he arrived in Halle; and on one memorable occasion, his friend 
Edmund James hid him away from Provost Pepper, who called 
to welcome the new professor of political economy, until he could 
be made presentable by a Walnut Street tailor and a haberdasher 
who knew his business. And in later years, those who admired 
him most could not always forget that his vest was not what a 
great professor’s vest should be. 

At the social functions in Aurora, which were many and gay 
in the little seminary circle, he was awkward, though nearly 
always present. In this period, as in those to follow for a great 
many years, he seems to have formed no sentimental attachments 
whatever. 

In the spring of 1874 he graduated; and in the fall a year later 
he went to Evanston and was entered as a member of the Fresh- 
man class at Northwestern University. The intervening year 
was spent at home on the farm. The notion of becoming a lawyer 
seems to have been less firmly held in his mind during this time. 
What he wanted was more philosophy, because philosophy alone 
seemed to minister to the crying need he had for enlightenment. 
His friend ‘‘Joe” Johnson had gone to Germany in the fall of 
1874 with a certain Edmund J. James, whom Patten had never 
met. Letters came to Patten from Halle describing with some 
enthusiasm student life there and particularly dilating upon the 
German love for philosophy. Before very long Patten had per- 
suaded his father, packed his few belongings in a little trunk, and 
set out upon his really great adventure in education. 
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VI. GERMANY 


At Halle there was then a Professor Conrad, who was beloved 
of all young men, but particularly of his students from America. 
He was not a philosopher, a theorist, but rather the forerunner 
of an important branch of inductive economic scientists. His 
particular passion was statistics, the statistics of national econ- 
omy. He was very close to the central government at Berlin 
and often called in for consultation. I have heard Patten say 
that Conrad more than anyone else was responsible for the 
remarkable industrial and agricultural progress of Germany 
during the latter half of the nineteenth century. In 1875 he was 
at the height of his reputation. He had drawn into his seminar 
Johnson and James, who had come somewhat blindly into Ger- 
many at Hanover and stayed there quietly for a month or two 
acquiring the rudiments of the language, until the fame of Conrad 
and of Halle reached them there. 

Patten wrote to Johnson when to expect him, and the two 
young men—James filled with curiosity to meet this awkward, 
wrong-headed, but powerful, youth that had been described to 
him—went to the station to meet him. Somehow they missed 
him; but a little while later, after they had returned to their 
lodgings in the Schulestrasse, along came Patten, clumping up 
the street in his great farm shoes and shapeless overcoat, bur- 
dened down with luggage. It was a strange meeting but it was 
the beginning of Patten’s association with James, with Halle, 
with Germany, and with Conrad. 

Germany furnished the contrast between an old civilization 
and the new out of which he had come. Behind the Germans 
there were centuries of culture, centuries of local development, 
a tradition in literature and philosophy; and, too, he found there 
the growing /ebendig spirit that was to feature the new intellec- 
tual movement in the universities as it featured the music oi the 
German masters. The whole of Germany was gathering strength 
for that tremendous effort toward self-fulfilment that was betrayed 
by the infusion of the degenerate seeds of war, and came to ruin 
in a sea of mud in Flanders. 
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From Illinois to Germany was such a change that even Patten 
could not fail to be impressed, insensitive to surroundings as 
he had always been. But Germany added something to his 
mental equipment even if it had not the power to remove the 
“barnyard accent” from his speech or to make the clothing hang 
more smoothly upon his powerful and ungainly frame. He 
learned there the importance in life of its foundation elements. 
Especially he learned that food and clothing and shelter are not 
free gifts that nature makes to man, but rather the product of 
man’s intelligence multiplying nature; not that she was ungener- 
ous, but that it did take intelligence to unlock her stores of wealth. 
He never accepted the English view of nature as a hostile force 
which constantly pressed in upon man to rob him of the gains 
that he had made. This always seemed to him a particularly 
unhappy generalization because of its consequences, for upon it, 
as upon a cornerstone, were formed the current philosophies of 
misery that earned for economics the name of “dismal science.” 

It was the contrast between his native fields and the culture 
built upon their bounty and the frugal middle-class life of the 
small German industrial city that gave him the key to what 
seemed to him the way of economic salvation. He saw frugality 
there for the first time, saw a little being made to go a long way, 
saw actual skimping being carried on successfully. He put this 
new experience together with what he knew at home of nature’s 
richness and saw America with her great storehouses of wealth, 
as yet almost untouched, forever prosperous if she would learn 
to be as wise in use as the Germans were. It was but a short 
step from this to seeing the possibilities of progress involved in 
the adaptation of wants to nature’s determination and to the 
theory of consumption that more than any other generalization 
colored his later economic thinking. 

In Patten’s hands economics became anything but a dismal 
science. Instead of foretelling disaster and showing the fun- 
damental limitations that are set on progress, it pointed the way 
to an unending prosperity and displayed the fallacies involved 
in setting limitations on a progress that never yet had failed; it 
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became a science for increasing the product of the multiplication 
of nature by intelligence and so the most optimistic of all philoso- 
phies. In Patten’s conception, after his German experience, 
there was never any doubt about the intelligence of man, just 
as there never could be any doubt about the generosity of nature. 
But it was man’s intelligence, he saw clearly, that furnished the 
limiting factor; it failed to use nature as it knew how to use her; it 
wasted her product in unwise use. And so he first turned to the 
study of consumption economics and finally, at the latter end 
of his life, to the study of human nature as the key to progress. 
So there were written his great studies in economic psychology. 

He was to die, of course, with the victory not yet won, but 
with it clearly coming into view. For it is modern experimental 
economics that furnishes the means of progress in our complex 
world. Many persons can see that now, but there were few who 
could in past years. It was for this that he created the Whar- 
ton School in the University of Pennsylvania, the forerunner of 
that characteristic American institution, the school of industrial 
administration. And it was the union of the influences of IIl- 
inois and Germany in him that furnished the possibilities of this 
creation. 

But it must not be forgotten that his professor was Conrad. 
For it was Conrad who drew him from the general field of philos- 
ophy into economics, though Patten came back to America with 
no notion that he had become an economist. He simply felt that 
the philosophers of the new age would deal primarily with the 
facts of industrial life, for civilization had now become an indus- 
trial civilization. Conrad, too, was an inductivist and confirmed 
in him the habit of admitting the test of fact. And Conrad was 
always more or less officially in the service of the state; and this 
taught Patten the power that one may have who functions in a 
going and powerful institution. Patten was a revolutionist; but 
he always wanted first to revolutionize the institutions he was in, 
to get them on his side; he never wanted to be outside attacking 
them. And he always thought of himself in the service of his 
country very definitely, just as Conrad did. There is still that 
tradition in the Wharton School. 
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After all, however, one must remain uncertain of the influence 
of any personality upon the mind of Patten. His acute mental 
perverseness and his bridging deductivism (in spite of his official 
adherence to the inductivist position) were already well devel- 
oped. Conrad is known to have said that he learned more from 
Patten than he had ever learned from any other one man. Pat- 
ten, when this remark was repeated to him, thought a moment 
and said: “‘I can say the same of him.”” But it may be that he 
meant that Conrad represented to him, after a span of years, the 
German civilization of the seventies. It is notoriously easy to 
personalize a whole period in one well-remembered figure. And 
certainly its independence of thought was an important character- 
istic of the Patten mind. His sister, remembering his boyhood, 
wrote to me: “I think no teacher meant much.” 

For an estimate of what Germany did for Patten in the way 
of formal education it seems to me sufficient to know that he 
never learned to speak German, hardly even to understand it, 
even after three years in Halle. The course of discipline at the 
university must have been extremely elastic and the doctorate 
which was bestowed on him at the end of it must have been more 
out of admiration for his original mental qualities than because 
of any formal achievement in the way of passing examinations. 
There was in Halle, however, much argumentation of a philo- 
sophical sort and by some means Patten became a favorite mem- 
ber of a circle of serious students. There was some social life; 
but Patten did not mix in it much. His friend “Joe” Johnson 
enjoyed every moment of his German year and Edmund James 
found a wife among the girls of Halle. 

Patten went on a few excursions; and one notable trip took 
him up into the nearby Harz Mountains. But these were 
unusual. He never could be brought to touch a glass of beer. 
It was his mother’s Presbyterianism and the Scotch toughness 
of moral fiber that she had given him that kept beer from 
him—and likewise most of the other light and pleasurable things 
of life. 

In August of 1878 he went to England, and after six weeks 
there he sailed for home. 
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VII. YEARS OF UNCERTAINTY 


There are now ten strange years to be accounted for before 
we can see him begun on his final work. They were strange years 
because they form for the most part an hiatus. Most men of the 
ages of 26-36 are making their mark in the world. They were 
years of frustration for Patten, of discouragement and illness, 
with a great labor of thought at the last. But at the end there 
was a rekindling of hope. 

From November, 1878, until September of 1879 Patten 
remained at home on the farm, studying some, but also working 
in the fields and stables with the othermen. Here was the Illinois 
farm boy home from Germany but without his education having 
won him any practical benefit that anyone could see. There was 
little for a man so trained to do outside the teaching profession; 
and he was not the sort to be chosen for this work with his rough 
clothes and his country accent, even though he had had a German 
education and become a Doctor of Philosophy over there. So 
he followed the plow, pitched hay, and tended stock for a year. 
His father was frankly disappointed in him. Something had 
happened to the man his father had hoped to get back from the 
universities. Instead of a lawyer, the boy had come back with 
a mind full of metaphysics and economics, with a habit of thought 
more perverse than ever, and unable to find himself a job. His 
mother, remembering his father, might have understood, but 
she was sleeping in a little graveyard back in New York State. 
The ‘‘minx’”—well, the ‘‘minx” might have known what to 
expect from “Sime” and might not have been disappointed if she 
had cared a little more. But his father, who had seen him shining 
in the courts of law by the time he was twenty-six, felt that Ger- 
many had done little for his son but destroy one ambition and 
fail to create another—at least one sufficiently definite so that 
a young man might make a profession of it. 

The result of nearly a year’s pondering by both father and 
son resulted in the decision that after all the law offered the only 
available life. So in the fall of 1879 Patten went to law school 
in Chicago. After six weeks his eyes failed. He suffered a con- 
tinual intense pain when he tried to use them that made any kind 
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of work with them impossible. The trouble continued and he 
could get no relief. The suffering became almost unbearable. In 
a few weeks more he came back to the farm again, defeated. In 
the two and a half years that followed the darkness persisted. 
He suffered grievously but silently in a kind of a dumb wonder 
at the hostility of fate. At rare intervals he raised his clenched 
hands against the sky and cursed; but mostly, when he was not 
working in the fields, he sat alone, the very figure of tragedy. 

And yet these proved to be his years in the wilderness. In 
them he was able finally, in spite of the exquisite pain there was 
in the loss he suffered, to come to some kind of an arrangement 
with nature. His bitterness turned to a kind of sweetness, and 
the time came when he could think again in the old terms; when 
he could even be glad that he did not have to be a lawyer; when 
he could follow his horses down the long furrow or test the strength 
of a pitchfork in his hands with a kind of a fierce joy in labor and 
the productiveness of his task. 

His friend ‘‘ Joe” Johnson had finished at Harvard and was 
working now as a reporter on the Chicago Tribune; Edmund 
James had become a professor at the University of Pennsylvania. 
And in May of 1882 he left home and went to visit relatives in 
the East. But his victory was won; he was content. There 
was no more cursing God. And so, having tried him, the fates 
were apparently ready to relent, for in the course of his trip, he 
found his way to Edmund James in Philadelphia. James took 
him to a specialist. The treatment recreated his sight. 

The whole world was then reborn and he need no longer be 
just content. He could rejoice with other men; for after the dark 
years and in the new brightness the futility of his return from 
Germany seemed to diminish, and life seemed an instrument that 
might yet be turned to the purposes of man. Specifically, he 
might go to work at the humblest of teaching jobs—the district 
school; and he might put on paper that book about political 
economy that had been conceived as he sat alone in the milk- 
house and the stables. And soit turned out. In the very school 
where he had spent so many years on the hard benches, he sat next 
year behind the raised desk and presided over the spelling-bees 
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and the competitions in mental arithmetic. The following year 
he spent teaching in a better position at Homewood, LIllinois. 
Slowly the book was taking shape. In this year he sent the first 
manuscript to his friend Johnson in Chicago, who worked on a 
newspaper and knew about such things. Dr. Johnson describes it 
as unbelievably awful in grammar, spelling, and general construc- 
tion. Itis a marvel to him now, he says, that the man who wrote 
that manuscript, after years of schooling, could take himself in 
hand and create a style at all. Most people now are irritated by 
Patten’s way of writing; but Dr. Johnson, having seen its begin- 
nings, wonders only at its comparative excellence for its purpose. 
The first sentence of this manuscript ran to fifteen pages; and in 
the whole work there were not a score of punctuation marks. But 
there was a crude brilliance that shone with the glitter of reality 
behind the unrevealing words; and his friend did not despair. 
Nor did Patten. He gave to it again labor of unbelievable diffi- 
culty, beginning at the foundation work. For he had not foreseen 
the necessity of this and there was no help in the education he 
had had. It had all to be done as he went along. Then, when 
it was done again, he sent it to his friend James in Philadelphia, 
who, at some length, found a publisher for it there. It was called 
The Premises of Political Economy, and as its title indicates it 
was a re-working of the groundwork of economics. There was 
immediate, if not wide, recognition for its author; and in the 


LX spring of 1888 Patten was notified that he had been appointed 


to a professorship in political economy in the University of Penn- 
sylvania. It came to him in Rhodes, Iowa, where he was then 
superintendent of schools. There was a walk in the country; a 
renewing of pledges given; a sorrow for the mother who could 
never know; and great springing hopes for the years to come. 
And who is there that, knowing his life, will say that they were not 
fulfilled? In the fall of 1888 Patten came and took up the duties 
that he never again laid down. He had found himself at last. 


VIII. NEARING SIXTY 


One incident lies very vividly in my memory—perhaps 
because it falls at the very beginning of my own knowledge of 
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Patten. It was the first time I ever saw him. The University 
of Pennsylvania football team was leaving the Reading Terminal 
Station in Philadelphia to play at Michigan; and following an 
old custom, the undergraduates had “broken up classes” to give 
the team the proper send-off. This ultimately involved, after 
a great deal of disorder, forming into ranks and marching down 
into town. And so finally on this occasion the long column of 
dancing and yelling youths meandered away toward the Walnut 
Street bridge over the Schuylkill. An old man was coming across 
the long span of the bridge from the opposite direction, head bent, 
feet slowly and clumsily lifted and set ahead of each other as he 
progressed. He was tall, bony, gaunt, with badly fitted, badly 
kept clothes, and heavy, clodlike shoes. 

I was somewhere in the front ranks of the undergraduates and 
so I saw this lonely figure a long way off; and caught up as I was 
in the spirit of my crowd, worked up to the gregarious pitch 
of undergraduate football enthusiasm, I remembered that I felt 
a little tug at my heart. For Patten was not a man who faded 
away into his surroundings. He always stood out; and here he 
stood out to me as being all that we were not. He was a man 
without a crowd. 

We came up to him and a little cheer was raised that traveled 
scatteringly down the column. Some of our number had, by 
chance, recognized him. I remember someone saying: ‘Old 
Si Patten .... founded the Wharton School.” He raised 
a long arm in awkward, startled greeting and we passed on. I can 
picture now as I could not then how his face would have changed 
from smile to gravity as he slid back into the alien world in which 
he lived. For there was no humorous lightness in the man any 
more than there was touch with other men. His smile scarcely 
changed the set of the long, righteous jaw or disturbed the Lin- 
colnesque shadows about his eyes. He was one among the lonely 
souls of earth. 

There were certain ways about him, certain habits of action 
and of mind, that one remembers most clearly; for instance, there 
was the way he always stopped on the steps as he came out of 
a building, and throwing back his head, searched the sky from 
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horizon to horizon. It was the farmer in him watching the 
weather. And that gesture had the power to recall his long years 
on the Illinois plains in which he followed the plow, pitched hay, 
and tended stock; days stretching into many years, when he 
strove against the black soil and wrestled with the problems that 
even then beset his mind. 

Nothing that ever happened to him had the power to tear him 

‘Seseny from these roots in farmer life that gave him strength. He 
was always closely bound to the soil and to all things elemental. 
He had little comprehension of the psychic releases most Ameri- 
cans find in sports, for instance, as I have said, and so his only 
exercise in Philadelphia was walking. And during his New Eng- 
land summers he was content to keep up a mile of road. I re- 
member complaining once of the slush and sleet of late winter 
weather and of his turning upon me and saying: ‘But this is 
good end of February weather.” It was right that the norms of 
nature should follow their course; it was ungrateful of man to 
complain of them. Beneath his learning he had a closer touch 
with natural rhythms than the rest of us, in our sophistication, 

\~ have any more. 

Another characteristic of his was the rigidity with which his 
days were ordered. His routine for many years varied so little 
that it must have cost him almost no effort of thought to go 
through with it. I do not think he particularly tried for this 
costlessness; but rather that he fell quite simply into the way 
of it. His life had the simplicity and the permanence of habit 
of the farm life of isolated communities dominated absolutely 
by the requirements of the seasons and of the stock. Then, 
too, he could quite easily carry over into his new life the habits 
of the old, because he was so indifferent to great areas of the new 
existence that another man might have been greatly attracted 
by—and might, perhaps, have lost himself in. He never knew 
what beauty was, for instance, as artists mean the aesthetic expe- 
rience. I think, with two exceptions, I never heard him express 
any feeling of pleasure that might have come from this experience. 
One of these exceptions concerned his love of plowed land and 
of fruitful fields and the other his enthusiasm for moving 
machines, especially racing locomotives. There are many who 
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know that sharp surge of feeling for productive land. It lies deep 
in the race. And Patten was close to all that lies deepest in the 
race. His feeling for the locomotive was of the same sort. There 
is a place in West Philadelphia where the trains come up a long 
stretch of track and roar under a foot-bridge. Patten spent 
many hours leaning over the iron railing there. He felt that the 
salvation of man—and his faith in that salvation never wavered— 
had come to depend upon machinery; and the locomotive 
superbly exemplified the power of the machine and the rush of 
the progress that it bears. 

The arts of decoration and representation left Patten cold. 
He never really understood literature nor the emotional expe- 
rience there can be init. His treatment of people who made a 
pursuit of literature was curious. He tolerated them as he toler- 
ated everyone and everyone’s opinions. But a professor of liter- 
ature who did not think of literature as an expression of a 
condition of existence, but rather as something with intrinsic 
values and with modes of its own, was a being that all his life 
he could not comprehend. And he was always stepping on the 
toes of such people because he did not know what would and what 
would not offend them. 

The routine into which his life fell is best understood by know- 
ing the occupation of his mind and the withdrawals that he 
made. His separation from his family was very nearly complete, 
as it necessarily would have been since he came out of the West 
and his relatives stayed. After a few years of his prodigious 
mental growth he had no touch with them. And his one adven- 
ture in love (and how should there have been more ?) inevitably 
failed and left a red scar the existence of which few people even 


guessed. His wife left him for another man. Nothing in his, / 


life, it seems to me, could have been more successful than this 
failure of his. Patten was a believer in freedom; he believed 
that force will not capture and that bonds will not tie. When 
love set about escaping him, he assisted in the release; and the 
deep hurt he hid away and covered over. 

And so he came to his mature years with no sentimental life. 
One may contrast him with another American of his generation 
who had also a genuine greatness—William James. All who 
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know James’s life know how very difficult it would be to abstract 
him from his family happiness, his love of things, and his appreci- 
ations of the beauty in life. Almost the whole of the story of 
James’s life is taken up with these. But Patten is utterly without 
the whole of them. The story of his life is the story of a mind. 
Think how James enjoyed travel and then think, if you knew this 
other man, what a discomfort getting about the world must have 
been tohim. Ofcourse, asa matter of fact, he never did “travel”; 
he went places where he felt he had to go but never for the sake 
of going; and in his later years he escaped most of such movement 
altogether. Think how James enjoyed creating Chocorua; and 
then think of Patten and his monk’s existence. One could feel 
unutterably sorry for him, and many did; but one always came 
back to the inevitable conclusion that it was as good a life as any 
for this man who never knew what he ate or wore or looked at. 
The tragedy is not that he did not have the appurtenances of 
happiness, for he could always have had them if he had cared to 
assemble them; but that he lacked the sensibility of them, lacked 
wholly the understanding of joys that are in them. What good 
to such a man is anything most of us hold dear and are willing to 
work so hard to accumulate: what good a house, a garden, books, 
clothes, paintings—anything? There was no thing, no instru- 
ment of existence that meant anything at all, really, tohim. And 
so he fell into a routine of life that did not have them. Not that 
any quality of that life meant much to him but that there was no 
quality in any other that could mean much more. 

There was one other half-hidden characteristic of the man. 
too, that was allied to this routinization and that needs to be 
explained. Because none of these things of life or of the relation- 
ships of living touched any inner sensitivity, he early learned the 
easiest defense so that he adopted formulae of attitudes toward 
things and movements toward which he really had no attitude 
at all. He gave opinions sometimes concerning movements or 
happenings that had nothing whatever of himself in them, because 
he had no way of organizing his thought about them. He simply 
reached a formula by that curious deductive power of his, brid- 
ging from something he cared about to something else he cared 
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about and casually including in the generalizing sweep the phe- 
nomena that had been called to his notice. 

This deductive habit of his mind, which has been so widely 
criticized, seems to have arisen mostly from those gaps in his 
emotional life which represented feelings altogether lacking or 
ones that had been suppressed. There were so many facts which 
meant nothing to him and so many that were painful that he 
could not bring himself to build up a completed picture of fact 
to substantiate the deductive leap his mind had made. It would 
have been an awful and forbidding task for him to have become an 
inductive scholar as did so many of his generation who were, like 
himself, German-trained.’ And he never did become a scholar in 
the usual meaning of the word. But of course there is much 
more to his deductivism than just this. For one thing, he was 
an experimentalist in the direct line of descent from Descartes 
through Mill. One of the phrases, for instance, that his students 
got to know best was—‘‘if you look up the facts you will find 

.” He thus invited the test of fact. But usually he fol- 
lowed the method of emitting suggestions that you could substan- 
tiate if you chose, and if he really brought forward supporting 
facts they were merely by way of illustration, merely a significant 
one or two; and a long experience led him not to depend upon 
them to validate his contention at the time, whatever it was, 
because most people love facts and enjoy collecting and handling 
them, and so were forever challenging his own in the belief that 
they thereby hurt his argument. But nothing could be further 
from the truth. A challenge of his facts left him unruffled and 
serene. 

It is curious that a person so little dependent upon whole 
accumulations of facts as he should have been so rigid an inducti- 
vist. But partly, at least, this is explained by remembering the 
dearth of social facts until very recent years. He had learned 
as a consequence of this to depend not so much on statistical 
evidence as the evidence he could absorb—as it seemed to less 


*The nearest approach to this sort of “scholarly” work is to be found in 
certain of his earlier essays, such as “‘The Interpretation of Ricardo” and “ Malthus 
and Ricardo.” 
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brillant minds—from the atmosphere. But it was not only that 
he had learned that social evidence was hard to get but that also 
it was true that he was always and forever a pioneer ranging out 
into wildernesses where there were no blazed trails. The evidence 
that existed at any time was some years always, and sometimes 
many years, behind the thinking he was engaged in. And if 
there did happen to be any evidence it was almost sure to be 
beside the point, because his was a mind that turned ideas over 
and looked at them until they fell into altogether new categories 
for which other people’s facts then became irrelevant. This 
disturbed his colleagues and his friends—even many of his closest 
followers and students. 


IX. LIFE EMPLOYMENT 


Perhaps the man Patten may become a more comprehensible 
figure if his activities are divided into their main channels and 
discussed separately. I think it may be said with almost entire 
truth that he spent his life at Pennsylvania: 

1. In influencing through administration and by precept. 

2. In teaching. 

3. In writing. 

He was least successful in influencing events and in his 
administrative work. Of course he was the originator of the 
idea of schools of experimental economics and he founded and 
lived with the Wharton School until it had become by any 
test an immense success; but his contribution—and it is character- 
istic—was largely in the idea. Just so his contributions to econ- 
omic theory, too, were largely in sparely outlined ideas. Pro- 
fessor Clark has remarked about this that Patten, at one time or 
another, anticipated all the later developments in economics, but 
that he worked none of them through. This is a true statement 
and a true criticism; and only loses its force when it is realized 
that his theories could only be worked through and given a basis 
in fact after many years of development and experience. 

If such a thing can be, one might say that he was the deductive 
specialist of his age. Presumably, great discoveries and inven- 
tions, unless they occur by accident, are always preceded by a 
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great leap of the imagination that pictures whole some future 
development that is to others but a vague and misty dream. 
Patten specialized in these glimpses of the future. The labor of 
perfection he left to others. So it was that others bore more of 
the burden of the building and administering of the Wharton 
School and deserve, consequently, more of that particular credit. 
But it was, after all, an infinitely greater thing to have forseen 
it all, and to have been, by a wide margin, the first to foresee the 
future significance of training in the technique of industry. 

Informally, Patten even turned over to others what small 
burdens there were in administering his department of economics. 
It would, indeed, be difficult to find that he ever ‘“‘ran” anything. 
He hadn’t the hang of it. He resented detail and shirked drud- 
gery—not that he minded the work, for what he turned to was 
infinitely harder, but that he couldn’t learn to do it and that 
others turned it off so easily. Also he is usually given credit for 
influencing very greatly the beginning of the movement that is 
somewhat grandly called ‘‘social work.” But here, too, his 
influence was mostly second-hand, carried out by others. On the 
whole this movement has been of considerable importance and 
one of the formative influences in twentieth century social life, 
but Patten’s relation to it was quite similar to his relationship 
to the Wharton School. The most important contribution he 
made to it, aside from his influence on the people who may be 
said to have managed the movement, was to write his Kennedy 
lectures on The New Basis of Civilization. What “popularity” 
he ever had, came through this connection of his and these 
lectures. He was ‘‘known,” aside from his influence on the minds 
of students in various fields, only in this one wider circle ever.’ 
He finally got to be a sort of elder prophet to this group. But he 
was more of a legendary figure here than a real leader as the word 
is usually understood. For the truth is that he had no social 
sense of the kind that leaders must have. He did not draw groups 
of men to him; he drew only individuals. He did not formulate 
modes of action which could become in their development com- 
mon experience and thus a social binder. 


' The New Basis of Civilisation has had eight editions in book form. 
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But if he was no leader in this sense, as a political boss, for 
instance, would be called a leader, in another sense he did lead. 
All his life men who would be called important came to him for 
wisdom and he found in himself an inexhaustible store. I have 
often wondered whether in his own heart, lowly man that he was, 
he did not think of himself as a great man. It is difficult to under- 
stand how he could have escaped feeling so, for much of the wis- 
dom that he imparted so often and so freely proved prophetic. 
He unquestionably foresaw the sweep of events that was hidden 
from other eyes; and he unhesitatingly foretold ways in which 
these events ought to be controlled in the interest of a better 
world. And not only a few times did he do this. He was always 
doing it. He must have realized this power in himself, it must 
have risen into his consciousness that no mind had ever bested his 
own. that experience almost invariably proved him to have been 
justified, even if he did seem to have neglected his understructure 
of fact." But if he thought of himself as great, there is no evi- 
dence of it. There was no arrogance in him, but much humility. 
There were few people who ever realized the completeness of his 
power, the extent of his rightness. This was partly because he 
was not given to saying “I told you so” and partly because he did 
not convince in advance as a scholar might. In order to believe 
him one had to trust the super-power of his mind, one had to 
have a faith that his insight was infallible. Masses of people 
will sometimes follow a prophet blindly, especially if he is suffi- 

* The extent of Patten’s prophetic power can be traced everywhere in his pub- 
lished work by the student who is interested in the beginnings of social thought in 
America. It can best be tested by reference to his earliest work, which contains 
forecasts that have now come to pass or which are now to be seen in the near 
future. He will find there the clear antecedent theory of most of the important 
economic developments of our time and particularly of the social developments that 
were forced by economic changes. For instance, he prophesied, before others, the 
success of feminism and prohibition, the success of economic federalism, changes 
in consumption habits, realignments of industrial and social control, the course of 
industrial conciliation, the change in pedagogical methods, the coming in of experi- 
mentalism in economics, the new ethical developments in religion, the decline of 
militarism and nationalism after a crisis of war, the changes in American home life, 
the general rise in living levels, future programs of taxation, the recordination 
of the social sciences and philosophy, new theories of economics based on the 
pragmatic position, etc. 
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ciently a demagogue to work the hocus-pocus of divinity on them 
or permit them to work it on themselves. But the most highly 
educated men, the intelligenzia, and it was only to these that he 
appealed, do not react in this way. They are apt to be skeptical. 
They want to see the wheels going round all the time. But even 
for them there was no way of seeing these Patten wheels going 
round. Consequently they often drew away from l¥m, distrustful. 

It was partly for these reasons that he never tiad a school of 
followers. Schools are built up about such personalities, but 
not about men with so little of leadership in them, or men with 
methods as distinctive as his and as little amenable as his was to 
communication. The Patten method was a way of genius and 
so highly individualized that only by the remotest chance could 
the permutations of juxtaposition have thrown together a group 
who could have functioned in his way. And it never happened. 
This is not to say that there were not always students and follow- 
ers of his who appreciated him. There were; but they were indi- 
viduals and scattered for the most part. In his later years as 
they grew into important positions, his influence radiated in a 
way—that is, he would be asked for advice concerning definite 
projects and his opinions would be respected; and so his philos- 
ophy bore fruit after a fashion. 

Another reason why he never developed a school was that 
his teaching was of such sort that it rather stimulated originality 
by its suggestiveness than harnessed talent in the service of 
any common quest. What alienated many who came to him 
for advice, including many of his students or former students 
who were mixed in the world of affairs, or rather, what often 
caused them not to follow his advice, was that his opinions 
were apt to seem so perverse to men of less agile minds. Persons 
often came away from his breakfasts (he always had one to 
breakfast at eight) ina daze. His mind had overwhelmed theirs; 
but not to save their lives could they reconstruct the process or 
make it seem to have been rational. The net result was that 
they knew what Patten thought they ought to do but also that 
they usually did something quite otherwise that could be justified 
by their own rationalizing processes. 
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It was just here where one might least expect to find it that one 
of his vanities had its existence—and vanities quite as much as 
virtues give the key to character. This particular one was his 
pride of leadership and his belief that his judgment of men was 
infallible. But least of all qualities in the world, these were his. 
At bottom he was the kindest, most tolerant of men, and tolerant 
persons are not the discriminating sort. Patten would do any- 
thing in the service of friendship. Often he did it blunderingly, 
awkwardly, but the intent was always clearly a fine thing. First 
and last he spent a great deal of time just in being kind to people; 
and quite as often as not they were not worthy. But he persisted 
in it as long as he lived. And this is a fatal weakness in a leader, 
for leaders do not really lead, but drive rather. 

Another of his vanities was his thinking that he could do almost 
anything that anyone else could do. I suppose he was led 
into this error by observing the power of his mind over other 
minds. If he had not definitely misjudged his powers he would 
surely never have undertaken to use mathematical diagrams to 
illustrate his theory of dynamic economics, he would not have 
published his song books, he would not have written the un- 
published drama, and he would not have ventured into his 
last disastrous act, the writing of Mud Hollow. The extent 
to which even so aloof a man can depend upon social approval 
is illustrated in the severity of the hurts he felt with the failure of 
his ventures into fields of virtuosity not legitimately his own. It 
was all a part of his failure to distinguish one way of acting from 
another. They all, he saw, flowed from thinking. It took a 
great mind to write great poems and novels, just as it took a great 
mind to think powerfully about social problems. If he could do 
the one, he thought he could do the other. But worse still, he 
thought he could make the one serve the other. He would 
exploit his social viewpoint in poem, drama, and romance. The 
failure was utter. And it bit deeply into his sensibilities. It is 
even true to say that the chorus of dispraise over Mud Hollow 
seems to have contributed very definitely to his final illness. 

No! If Patten’s fame had to depend upon his leadership of 
affairs it would be small fame. So many times it has been said 














LIFE AND WORK OF SIMON NELSON PATTEN Ig! 


since his death: ‘‘He was a man whose reputation will grow 
with the years.” If it is true, it is not the reputation of the 
creator or of the destroyer of institutions, but the longer renown 
of the philosopher and the prophet. 

What can be said of him as a teacher, then, since this has 
been set down as another of the occupations of his life? If educa- 
tion is the imparting of information, he was not much of a teacher. 
He seldom presented other systems of thought than his own. As 
a matter of fact, he knew most of them only generally, not through 
thorough study. He never read books at all extensively (I heard 
him say once, half seriously, that he had not read a book for 
twenty years and expected never to read another), and so he 
usually gathered no more than the outlines of others’ systems. 
And yet at some time in his life, and in some way or other, he had 
acquired an astonishing erudition in the intellectual positions 
of certain people that seemed to him to matter. John Stuart 
Mill was foremost among these. And anyone who has read his 
early Premises of Political Economy knows how deeply he had 
penetrated the thought of the whole classical school. Then, of 
course, his Development of English Thought required as a prerequi- 
site a complete understanding of the intellectual streams that 
mingled to form nineteenth-century thought. Other instances 
might be mentioned, such as his acute analysis of the position of 
Ward and the biologic sociologists or of President Walker’s theory 
of distribution, but they would show the same characteristic. As 
he grew older, he seems to have acquired a way of gathering out- 
lines of theories and of neglecting the formal statements of the 
books embodying them; but certainly he knew his Mill and his 
classical economics. Also he knew, in this same sense, without 
implying agreement always, J. E. T. Rogers, Benjamin Kidd, 
Buckle, and a few others; also among his contemporaries, Gid- 
dings,? his early friend and colleague, J. B. Clark, Seligman, 
Fetter, Ely, E. J. James, Huntington, and Alfred Marshall. 


*“T have regarded myself as his disciple; and while other heroes of my youth- 
ful ardor sank beneath the horizon he remained the one personal iafluence shaping 
my thought.” 

* Patten, Giddings, and J. B. Clark for many years kept up a three-sided 
correspondence. The letters received by Clark were not saved; those received 
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Facts, of course, he never dealt with except by way of illus- 
tration and then in the rather cavalier manner that has been 
described. So one never got information from his teaching. But 
on the other hand, if education is the process of immersing stu- 
dents in intellectual quandaries and then helping them out, he 
was a very successful teacher indeed. It was his custom in his 
graduate seminars (at least in his later years) to bring into the 
circle of students the problems that were vexing his mind. His 
hearers were thus thrown bodily into the difficulty. Quite simply 
he then argued for what seemed to him the most likely solution. 
Often there were objections to his solutions; sometimes others 
were presented. Always the hours passed like moments and the 
discussions ran on and on overflowing into pitched verbal battles 
in corridors and on pavements long after he had gone his way, 
silent, bent, plodding, up Locust Street in West Philadelphia. 

Patten was no stickler for formality; on the slightest excuse 
he failed to hold the set sessions for which he was scheduled; but 
likewise on the slightest excuse he met his students in other places 
than in the classroom. Many an evening at younger teachers’ 
houses was dominated by his presence. It was these occasions 
that revealed him at his best. Somehow the talk, with him 
about, always ran to deep currents; there was never any lightness 
init. In his presence people seemed to feel the struggle in him to 
grasp the meaning of the forces that mold social life and to find 
in themselves, at least temporarily, a desire to think along with 
this straining mind. He found a real release at these times. 
These were, perhaps, his most fruitful hours. 

As a teacher of undergraduates he was, of course, less success- 
ful. What they took away from his courses in the History of 
Civilization and the Development of Thought was mostly the feel- 
ing that they had been in touch with greatness. This is a vague 
feeling; but, to undergraduates, with their human sophistication, 
areal one. The exceptional student was led on into the smaller 


by Patten were either destroyed or have been lost along with many other records 
of his career; but those received by Giddings have been preserved. Their publica- 
tion would throw much light on the development of these important men and, in 
general, upon the evolution of social thought in the United States. 
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graduate groups. In these undergraduate courses he lectured 
but allowed a generous period at the end for discussion; and the 
questions there raised he answered patiently in a simple fashion. 
No student ever had cause to complain of discourtesy or irritabil- 
ity; but often he was carried away, beyond his undergraduate 
depth. 

Patten lectured with only a line or two of notes scrawled on 
cheap, rough paper in his large hand that was so strangely cramped 
—as though his fingers were still more accustomed to the plow 
handle than to the pen. But he never glanced at his notes as he 
talked, seemed rather to be communing with unseen auditors in a 
rather impersonal and yet familiar way. He came to his place 
behind the desk awkwardly, his enormous, gaunt frame crumpling 
up into the chair and onto the desk, seeming, when the process was 
complete to consist of angular bunches of well-worn cloth domi- 
nated by a long-jawed face. Soon, however, one became aware of 
his hands with their long, bony fingers and their rough skin; they 
moved roughly about until suddenly the right hand rose with 
the forefinger pointing out, shaking, creating a silent prelude of 
appreciable length. The finger rose until it pointed outward 
from the right eye, alongside the enormous nose. Only then the 
flood of quiet, stirring words began, carrying his young hearers’ 
minds with his back along the sweep of ages, probing the move- 
ments of races across the earth, the coming and going and living 
of the driven hordes of ancient man. When he stopped it was 
an abrupt and climactic ending. His words still seemed to per- 
meate the air and to leave one stunned with the hour-long effort 
to follow, yet they left a white heat of intellectual fervor. It was 
only after the coolness had set in that one realized what had hap- 
pened. He had not explained in the usual way how civilization 
grew or moved, depending for each step of reasoning upon the 
evidence of formal anthropology or history. It was nothing so 
easy as that. He had been reaching back into those dim times 
and selecting social forces that seemed to him to really account 
for what had happened. It was rather explanation than descrip- 
tion. He rejected much evidence and passed over others’ specu- 
lations, sending his mind working back into the neglected 
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crevasses of history, searching out the forces that lay at the ulti- 
mate beginnings of motivation that had actually moved men and 
their civilizations. Invariably—as always in his teaching—he 
first raised the difficulties into consciousness, turning them over 
and over, then swooped down upon them as though he would 
crush out of them the very juice of truth in his great bony hands. 
When he finished there was no difficulty: simply a light shining 
luminously upon the place where it had been. This light shone, 
however, only for the more earnest, more mature students who 
had already come to question orthodox explanations of social 
forces, and who, therefore, were face to face with those dilemmas 
of experience which alone seem to possess the power to make men 
think, to arouse the latent human tendency to reason a way out 
of difficulty. Others were respectful, very much impressed, but 
confused and disturbed. 

There is something to say about Patten as an administrator 
and something to say about him as a teacher; but probably no 
one can say much about him as a writer that can have the weight 
of observed evidence. The most solitary of human habits is the 
writing habit; composition simply cannot be carried on socially; 
and Patten was a most solitary man anyway. Yet by seeing 
certain of his later work in various unfinished states and by dis- 
cussion of it with him, I arrived at a notion of how he achieved 
his results. Most of this achievement that has so far got itself 
into books, and a considerable collection of other material that 
has not, lies before me on the desk as I write.' A list of the titles 
makes him seem to have been prolific. There are some twenty 
books, counting all; and some hundred and fifty uncollected 
periodical articles that I have been able to trace. But of all the 
books, only one is the kind that would be called a “work.” The 


tA volume of these hitherto uncollected periodical writings is shortly to be 
issued in book form by Alfred A. Knopf, New York, under the editorship of the 
present writer and with an introduction by Professor Henry R. Seager. This 
volume will include, however, only that part of his periodical work which bears 
directly upon economic theory. Besides this volume of Essays in Economic 
Theory, there still will remain uncollected sufficient periodical material for a volume 
on economic psychology and for another of comments on phases of American 
industrial and social life and philosophy. 
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rest are so thin as almost to be pamphlets. And almost all the 
periodical articles are brief, many only a few pages in length. 
They read like condensations of longer articles. They are 
scattered over the years from 1886 to 1921. I cannot escape 
recalling a saying of Patten’s that many writers ought to write 
prefaces to their books and then destroy the books. In many, 
many instances he appears to have followed his own advice, but 
I happen to know that only the prefaces were ever written, not 
the books. 

At any rate it is not, obviously, an accomplishment of monu- 
mental physical size; and if it is a great achievement it must be 
the work of a man who wrote reluctantly and in pain, not at length, 
but sparingly, not liking words but struggling through them 
toa half-won adequacy. And this is exactly the kind of an achieve- 
ment that it seems to me to be. There is the great Development 
of English Thought that stands apart from all the rest, yet 
with a logical relationship to it. In it one may find who looks 
the exemplification of all I have said about his mind—how it 
neglected evidence that had always seemed adequate to others, 
and how it searched and felt about the deepest roots of motivation 
for the key that would unlock the mystery of the moment. There 
are scarcely a dozen exact references in the whole work. It hasa 
higher kind of exactness. For Patten was the very embodiment 
of Scotch Presbyterianism and he went to Edinburgh to live when 
he wrote this book. It cost him enormous pains and it had no 
great success. Then there is a group of books on economic prob- 
lems and theory’ and another group which resulted from the 
ranging of his mind out of his science and into others or into the 
field of philosophy. Two other ventures must be set down to 


* Das finanzwesen der Staaten und Stadten der Nordamerikanischen Union, The 
Premises of Political Economy, The Consumption of Wealth, The Principles of 
Rational Taxation, The Economic Basis of Protection, The Theory of Dynamic Econom- 
ics, and The Reconstruction of Economic Theory. The first of these was his doctoral 
dissertation at the University of Halle. It must have been long out of print and 
I have never been able to secure a copy, though there is one in the library of the 
University of Illinois. 

2 The Theory of Social Forces, The Theory of Prosperity, Heredity and Social 
Progress, The New Basis of Civilization, Product and Climax, The Social Basis of 
Religion, and Culture and War. 
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the limitation of his judgment. One was his hymnals,’ finely 
conceived works about which he should have confined himself 
to an essay suggesting their content. Certainly the performance 
is sufficent evidence that he never ought to have tried to execute 
these projects himself. The other was Mud Hollow, that hema- 
phroditic work half novel and half philosophy. If it were not for 
the light it throws upon his inner life, one who cared for Patten 
could wish he had never written Mud Hollow. Its awfulness as 
a novel is only equaled by its value as a transilluminant of the 
Patten subconsciousness. The headlong rush of its action is in 
strange contrast with the surface calm of the man who wrote it, 
the man who chose to spend his life in thinking rather than in 
living; the violence of its sex theme, the brutal rush of the mating 
urge that dominates its pages, one sets over against the celibacy 
of long and lonely years. And there is an indication of the 
depths of that loneliness and longing in the very violence of these 
pages. If ever escaped repressions dominated a printed work, 
they dominate this one. It is beyond understanding unless one 
postulates the breaking down of lifelong inhibitions in the man. 
And this, I think, is its explanation. But the revelation is so 
clear, so complete, and so intimate that one turns away from it 
as from some overheard revelations of delirium. But it is only 
in this one place that the man ever really let go. Of all the rest 
of his work it can be said that it is of the very essence of intellec- 
tuality, of pure reason as exists. 

If one looks for decoration on his pages it will not be found. 
He was not averse to discussing style. He had a rationale of 
style, a theory that his own was “syncopated,” as he called it. 
“Tt will be the language of thinkers in fifty years,” he said. The 
upshot of it all was that I came to the conclusion that he did not 
know what style is as literary folk mean it; that instead of synco- 
pated, his own was merely incomplete, which is very different. It 
was another of his insensitivities. But he said, and there is some 
evidence of this, that he had a feeling for verbs and nouns and a 
great abhorrence of adjectives. It may be, however, that he 
had noticed a lack of adjectivity (if the term may be pardoned) 

tAdvent Songs, Songs of America and Folk Love. 
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in himself, a lack of recognition of nuances of communication, of 
fine distinctions of sound and meaning, the creation of which is the 
function of adjectives and their corollary adverbs. At any rate 
he never used them, or if he did use them it was—usually but not 
invariably—with small effect. His sentences are certainly domi- 
nated by verbs and nouns. He would have said that adjectivity 
is the ‘‘starr”’ spirit in literature and that the verb represents the 
striving motif, the “lebendig”’ spirit,’ just as he always contended 
that French and Italian music reached back into the past for its 
vitality and that German music was the purest distillate of the 
movement toward power and concentration. There is a general 
truth in this and it represents a side of Patten that is difficult to 
present otherwise. This was why he admired German culture 
and wished for its dominance in America.? This also makes 
understandable a saying of his that came to have almost the cur- 
rency of a folk-saying in Philadelphia that “one thing Philadel- 
phia needed was four hundred first class funerals.”” What he 

* See his Culiure and War. 

2 His Culture and War was a splendid tribute to this German culture; but it 
is worth noting that it made a clean distinction between the culture spirit and the 
war spirit, the one reaching out toward life, the other toward death. Modern 
Germany seemed to him to represent the finest and worst in civilization. He felt, 
however, that militarism must eventually destroy itself; and it must be admitted 
that he was right in this. But his thinking did shake itself free from German 
influence. The process is briefly described in the introduction to his Reconstruc- 
tion in Economic Theory (1912): “While a student in Germany I became imbued 
with the German view and came home hoping to help in the transformation of 
American civilization from an English to a German basis This attitude 
led to a wrong estimate of the English economists and to a neglect of the antece- 
dents of the ideas we were striving to express. It is a German axiom that German 
thought is the continuous expression of the best in the world’s civilization and that 
in it are to be found the antecedents and the basis of a modern development. I 
was carried away by the brilliance of this thought and viewed the past as a series of 
victories of the Germanic race. But when applied to economics it leads to a mis- 
interpretation of the facts. Economics is English both in its origin and its develop- 
ment. Its ideas are not German either in its recent or its earlier development. 
German economists have followed the natural trend of German thought in seeking 
economic origins in the race history of which they are a part. This limitation 
takes from their conclusions the weight American students sought to give them and 
forces a reconstruction of economic history along other lines.”” He does not say 
when this conviction was born in him, but we may place it some time before he 
was impelled to write his Development of English Thought, which was published in 
1899; so that the German influence upon him was relatively short after all. 
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meant was that the sooner the sterile domination of the past was 
removed, the sooner the way to progress would be opened. But 
a remark of this sort is easily misinterpreted and it perhaps 
accounts for much needless bitterness that was poured out upon 
his humble head by those in places of power. It represents quite 
the opposite of his attitude. He always believed—and acted 
upon the belief—that the reformer belonged inside the institu- 
tions and movements he meant to reform. Even though he 
was a revolutionist he never really revolted; nor did he ever 
preach revolt; but, instead, constantly pressed for change in 
the direction of progress. When his will to change was frus- 
trated, he took defeat in good grace as only temporary and 
awaited the next opportunity. But nevertheless he was always 
for the changes that looked toward better social adjustment. 
This was his interpretation of the “lebendig”’ spirit in every- 
day life; and the forces of regression and repression feared and 
hated him and his philosophy. 

His writing was in support of his personal program for change 
in all the institutions of which he was part. And he kept on with 
this, turning out articles and pamphlets in his curiously con- 
densed and elided style. So many persons have been heard to 
remark upon the difficulty of reading him, that the difficulty must 
be recognized as fact. It seems clear, too, from the usual tone in 
which it is said that “he could not write” that the perverseness 
of his thought and his bridging deductivism found their way into 
his sentences and paragraphs. It is not enough to say that he 
took much for granted: he did more—took it for granted that 
others thought as he did. This at once removed from the circle 
of his readers all but the most careful of students who trusted 
his mind. 

On the fly-leaf of my copy of Heredity and Social Progress 
which used to be his own there is written in his own hand under 
his name these words: “Even in defeat there is hope.” One can 
guess only faintly what conquered bitterness underlies those 
rather banal words. In spite of their commonplace sound, I seem 
to divine a gritty courage, for I long ago discovered the hiatus in 
his periodical writing from 1897 to 1904 and guessed that he had 
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then arrived at a time when he said to himself that he must reach 
out into books, expanding and making permanent the philosophy 
he had come by. In 1897 he would have been forty-five and 1904 
would have carried him into the fifties—the period of his greatest 
vigor and power. In this time three of his most important books 
were written. The Development of English Thought was published 
in 1899, The Theory of Prosperity in 1902, and Heredity and Social 
Progress in 1903. And on the flyleaf of the last of these three he 
confessed defeat. He recorded there that he also hoped, but 
he was able to write only three more books in his remaining 
twenty years, The New Basis of Civilization, in 1907, The Social 
Basis of Religion, in i911, and Mud Hollow, in 1922; the others, 
Product and Climax, Culture and War, and The Reconstruction 
of Economic Theory were so short as to be rather pamphlets than 
books. 

He was never afraid to confess temporary defeat; but it never 
seems to have made any appreciable difference in his assurance 
of rightness, merely hindered the literary working out of his posi- 
tion. This—and much else—is clear from the beginning words 
of his Reconstruction of Economic Theory: 


Last spring a fellow economist asked what I expected to write next. 
I replied “a book on progress.” He then expressed regret that I was desert- 
ing economic theory and was kind enough to say that I was one of those who 
had aided the advance of economic thought. To this I replied that my 
last book on economics was a failuret and having realized this I was resolved 
to write no more books on economic theory until I could see some attainable 
OM. 66 as Soon after I met a friend who said “I am interested in the 
referendum and the initiative.’ “I am not,” I replied, “the American 
people should decide what they want to do before they try to settle how to 
ae 


What he meant by saying that there was hope in defeat must 
have been that his philosophy was one into which the world 
would grow. I suppose he must have known that this easy 
rationalization has always been the refuge of unaccepted philoso- 
phers. But with it he had to be content, lacking any alternative. 
Later on The New Basis of Civilization made a considerable suc- 


* He must have referred to The Theory of Prosperity. 
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cess, but a very slow one. It was reprinted once in its first year 
and has been reprinted every two or three years since.’ 

It has been said that he lectured to his undergraduate classes 
without notes. The same was true of his presentation of his 
work to his graduate seminars. Before these seminar meetings 
he did not write; his writing was done afterward. But it is also 
true that the whole matter, complete to its farthest implications, 
was present in his mind as he talked. By inference one can estab- 
lish that he was not a writing man. He did not think as he 
wrote; nor was he able to write as he thought. He said one time 
that his books “‘had been written in the streets of Philadelphia.” 
What happened was that he composed his work completely in 
his mind and only came to putting it on paper reluctantly and 
distastefully. He wrote not as one who has acquired the writing 
habit, but as untaught laborers write, in a cold sweat and a bitter 
fear of words. He was a thinker essentially, and without any per- 
manent adequate expression. It was well known, and often 
commented upon among his students, that he could make them 
see things, understand things, when he talked that they could 
never recapture when they read the same thoughts printed. 
Somehow, like Scotch preachers, he could find expression in the 
spoken word that he could not when he tried to write them; they 
turned stiff, formal, and disobedient. His talk about style I have 
put down in my own mind as a defense mechanism built up to hide 
a certain bitterness he harbored against the inadequacies of his 
written work. 

But it would not be just to dismiss the whole of his writing 
with the tag “‘inadequate”’ upon it. There were times when he 
wrote well by any standard. These times seem to have occurred 
most often when he discussed the elementary instruments of life, 
food or clothing or houses; or working folk; or the virtues of the 
new civilization. They will be found in his early Consumption of 
Wealth, conspicuously in certain chapters of The New Basis of 
Civilization, at the beginning and at the end of Product and Cli- 

* A comprehensive bibliography of Patten’s writings in both book and periodi- 


cal form will be published in the forthcoming memorial volume to be issued as a 
supplement to The Annals of the American Academy of Political and Social Science. 
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max, at many places in Culture and War, and less often in The 
Social Basis of Religion. These will serve for illustration. 
Mostly it will be found that these periods of adequacy occur when 
he is picturing the difficulty he is later to solve or when he is fin- 
ished with the explanation of the theory and picturing the place 
at which he has arrived. He seemed to have been utterly unable 
to find expression for his thought in its more subtle and brilliant 
phases when he progressed away from the homely things and 
lifted his thought toward the theory of forces. 

One thing that happened then was that he created new words 
(some of them happy—as “viron’’) or new expressions (and some 
of these have been attributed to better-known publicists—as 
“race suicide’’) which only very occasionally reached their mark 
and which more usually misled the following mind because of 
foreign connotations. He had no realization that there is both 
an inner and an outer connotation of words, that the outer con- 
notations may be found in the word-books but that the inner 
connotations are made up of allied and associated meanings that 
gather unasked about the sentences of writing; they are created 
partly by their context, partly by their own internal rhythm and 
meaning. Perhaps it is the subtleties of inner connotation, the 
creation of precision in response, that raise writing to the higher 
level of literature. Anyhow he had no notion of it and created 
what part of his writing can be called literature all unconscious 
of the process and in spite of the stiff reluctance of words to do 
his bidding; and because he wrote with a full heart as well as with 
a brilliant mind. He had so many insensitivities and cared so little 
for the things of the world that the words that stand for them 
possessed but a few of the meanings they possess for others. He 
wrote well, like anyone else, when he cared much; and that was 
when he dealt with fundamental, homely things and affairs. But 
this is the least important field of his thinking. What his special 
contribution to social theory consisted in was his reasoning about 
social motivation and social forces in movement—and the great 
sweep of the history of intelligence. In a way his lack of success 
here was a part, and an inevitable part, of his strength. Because 
he did not love the things these words stood for, his life was a 
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singularly free one; it did not have to be spent in the service of 
these small things. The lack and failure came only when he 
needed to use the words. 

The careful student can, however, get at his thought if he 
realizes to the full these limitations of the Patten mind and if he 
is willing to try sufficiently hard and sufficiently long to free his 
own mind from the ordinary word pictures and at the same time 
to create the special Patten pictures that are plainly enough 
implied once the student’s own repressions are complete and the 
way free for the others to come through. But it will always be 
difficult. There never will be many Patten readers. 


X. SALIENT ASPECTS OF THOUGHT AND ACHIEVEMENT 


His mind and the activities Patten engaged in have been 
described; it remains to give some brief account of the materials 
with which his mind worked. It seems sufficient here to judge 
by the issue of his thought in print; and when his writings are 
examined for this purpose they seem to fall into certain fairly 
defined classes—though, as would be expected, much that he 
wrote refuses any such treatment because it represents intellectual 
asides and so stands apart from main developments, or because it 
serves to knit the various parts of his philosophy together and 
therefore stands between or over the classification lines. Still 
there are these interests which seem to me to stand out suffi- 
ciently plainly: 


I. Experimental Social Philosophy. 

A. Insistence on the test of consequences in all fields. 

B. Consistent opposition to the attempt of some social scientists to 
base their theory upon natural law carried over from the physical 
field; the opposition was founded on an unwillingness to rely on 
any absolutes or ultimates. Late in life he felt this attitude to have 
been signally justified by the Einstein discovery which upset the 
Newtonian laws and so broke down rigid natural laws everywhere 
by casting suspicion on the rest of them. 

C. Acceptance of pluralism in contrast with the monism of the 
Classicists; and of Marshall, Clark, Giddings and other contem- 
poraries. 
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. Opposition to idealism (including political liberalism) as being an 

attempt to force a rebellious present into a mold of the past. 

. Search for criteria of efficiency for all kinds of social institutions. 

. Opposition to the “starr” spirit and a belief in the forward-looking 

“lebendig” spirit; a consequent opposition to social conflict 

(economic competition, war, etc.) and advocacy of union, co-opera- 

tion, charity, kindliness, etc. 

. The belief that intelligence in the use of product (the economic 

instruments of life) holds the key to progress. 

. The development of consistent attitudes toward programs in differ- 

ent fields of which a few will serve for illustration. 

1. Religion conceived as a social ethic. 

2. Education: advocacy of change in educational emphasis from 
the old, so-called cultural studies to the experimental sciences, 
especially social sciences. 

. Prohibition: the conception of alcohol as having a possible 
recreative value in an age of deficit, fear and overwork; but also 
a belief that it can have no use in an age of surplus with its 
wider possibilities of activity and regeneration. 

4. Feminism: opposition to the subjection of women and advo- 
cacy of complete freedom and of equality with men. 

5. Industry: a belief in the complete subjection of industry to the 
uses of man but also a realization of man’s dependence upon 
industry and a consequent feeling that population ought to 
adjust itself to the natural determinants that fix industrial 
locations. 

6. Social work: belief in social work as the new kind of charity; 
this also links up with programs of constructive mass educa- 
tion in the ways of better living; and so with consumption theory. 


w 


II. Economic Theory. 


A. The economic interpretation of history: the acceptance of economic 








determinants—geographic, climatic, cultural, as causative in the 
history of human development, material and intellectual. (Eco- 
nomic psychology is a theory of the mechanism of this determina- 
tion.) The insistence upon the precedence of cultural factors over 
ethnic, nationalistic, sentimental or psychic factors. 

. Prosperity: distinction between the old deficit economy and the 
new surplus economy. Classical economy drew its premises from 
deficit; modern economics ought to be revised to fit changed facts. 
This makes new attitudes possible throughout all the fields of 
thought. The insistence on the virtues of abstinence, thrift, econ- 
omy, repression, is changed to emphasis on the newer virtues of 

wide and wise use, greater activity, the expansion of personality, 
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the growth of power, the concentration of purpose, the increase of 
efficiency and the like. 


. The distinction between an economy of deficity and one of surplus 


also makes it possible to revise our estimate of nature. Instead of 
a hostile force she appears to be a generous one, the source of all 
good instead of the source of evil only. The law of diminishing 
return and the other “dismal laws” of economics are seen to be 
based on deficit premises and partial views and to be disproved by 
the dynamic test as practical explanations of what happens in the 
economic world. 


. Emphasis on consumption theory. 


1. Advocacy of wide and active use of goods instead of universal 
economy. 

2. Belief that more progress is to be made in a surplus age by 
reforms in consuming habits than by emphasis on distributive 
reforms. Adjustment through consumption reforms to the 
determinants of nature make the sort of exploitation that it is 
the aim of distributive reforms to correct impossible; the con- 
sumption program appears as a practical and an evolutionary 
program in contrast with the revolutionary and utopian nature 
of schemes for the redistribution of wealth, and once put into 
effect cuts in under distribution reform and removes the need 
for it. 

3. The educative value of social work and modern philanthropy 
are conceived of as largely lying in ultimately changed ways of 
use by the masses of the instruments of life. 


. The shift from static to dynamic theory. Static theory conceived 


as only a form of idealism carried into the economic field, lacking 
reality when tested by experience, incapable of throwing light on 
dynamic theory, and therefore devoid of usefulness in illuminating 
social development. 


. The conception of biologic sociology as the monistic antithesis of 


experimental economics which possesses the only key to progress. 
“The difference between economics and sociology is that the 
economist regards as fundamental the primary phenomena of his 
own science, while the sociologist regards economic phenomena as 
a consequence of more fundamental laws.’’ According to Patten 
these more fundamental laws exist only in the imaginations of the 
sociologists. 

The formulation of programs in the fields of consumption, produc- 
tion, finance, taxation, etc., that are based on the facts of surplus 
and that, when tested by the criteria of experience, prove useful. 


. Opposition to the recognition of competition as the proper basis for 


industrial regulation and advocacy of economic union, co-operation, 
etc. 
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I. The constant attempt to redefine economic terms so that they 


might express new ideas instead of clinging to old meanings. 


III. Political Theory. 
A. The principle of nationalism ought to be reformulated to conform 


7 


IV. 











E. 


to the need of nations for complete economic self-sufficiency; this 
includes raw materials, so that a twentieth-century nation must 
extend into the tropics, for instance, whence come many of the 
resources of the future and must include some adequate resources of 
power, etc. 


. Representation ought to be based on economic rather than the 


old “geographic” lines of division, since economic interests repre- 
sent the most important forces in modern life. 


. The law and legal theory ought to be kept in closer conformity 


with the economic premises it draws on for its principles. The 
main concern of law is to regulate economic conduct; but law con- 
tinually applies outworn codes and irrelevant tests to modern 
industry with disastrous results. 


. Political principles ought to be based in general on economic facts 


instead of old dogmas derived from outworn premises in natural 
law. 

The regulations of industry by the state ought to be constructive 
and positive rather than repressive and negative. 


Economic Psychology. 


A. 


Economic psychology is the explanation of the way in which 
environmental forces act on men to motivate their behavior. It isa 
theory of the mechanism of the economic interpretation of history. 


. The concept of surplus as not a material but as an energy surplus 


stored in men which issues in continual new and more complete 
stores of material goods and is transformed into new and higher 
levels of living as the surplus grows. 


. The conception of the endocrinal system as the mechanism through 


which motivation is initiated from the stimuli of the environment. 
The nervous system is purely connective; emotion and conscious- 
ness are the result of blood changes created by endocrinal flows and 
are accompaniments of physiological changes. It follows from this 
that good nutrition and good blood are the bases of human 
normality. 


. There follows a consequent general conception of progress as possible 


through good nutrition. This admits the economists as prophets of 
progress. The biological sociologists who have seized on the non- 
inheritance of acquired characters as a bar are mistaken. Improved 
environments select out the finer impulses in men of normal 
nutrition. This makes for continual adjustment. It has the same 
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effect for progress as though acquired characters were inherited and 
justifies programs of social work, consumption reforms and the like, 
all of which help to rebuild and improve the environment which in 
turn brings out better characteristics in men. The place of the 
economist is an important one since he is the modern specialist in 
the provision of the material basis of existence. He is the main 
dependence of programs of prosperity and progress, the main 
organizer of civilization. 

The foregoing outline must be taken for what it is—a brief, 
and in many ways a too brief, outline of the more salient aspects 
of Patten’s thought as it strikes me. It cannot convey a sense of 
his power, of his billiance, or of his courage; it can only serve as 
a résumé of the materials with which he worked. In reality long 
study brings out more and more a certain lifelong consistency 
which makes of his whole work a rounded achievement and shows 
how close knit was his thought in all its many phases. The 
whole gathered together is a picture of the experimental attitude 
in social science. It is true to say that it is many-sided; but it is 
also true to say that in many places it is fragmentary and tenta- 
tive only. It is often suggestive; not often complete. Patten 
made many sallies from his citadel of thought, but did not com- 
plete many of the conquests he began. The nearest approach to 
completeness is, of course, in economic theory. But here he was 
never able, or willing to write a “Principles of Economics” as most 
economists do, so that one could see all the angles of his theory 
at once. This had an advantage; not being committed to any 
completed picture of economic life and theory, he was not dis- 
turbed by the necessity for revision as his thought developed. 
Many economists make this mistake and so make fruitless the 
mature years of their lives because they have given theoretical 
hostages which they are unwilling to sacrifice. The very name 
“Principles of Economics” seems to have this effect. Patten, on 
the contrary, was always reconstructing as new consequences 
appeared to make his old thought untenable. And parts of his 
theory were never finished as he was quite willing to admit. So 
he said in “Theories of Progress,’ “. . . . when a budding econ- 
omist says, ‘I am tired of the old theory of value; tell me how to 


* Amer. Econ. Rev., I, 61. 
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make a new one,’ the only reply I can make is that I have tried 
all my life to do this and failed.” 

But though his sensibility of failure was strong and grew on 
him, there is an unmistakable note of assurance and a certainty 
of ultimate triumph in many places in his work. In these pas- 
sages an exaltation seems to have gripped him and to have carried 
him out of his humble self. In them he seems to brood above 
a troubled world. An illustration may be seen at the end of 
Product and Climax: 

Men have been made good by discipline and sacrifice, but they have 
also been made good by generosity and inspiration. Prayer purifies, but so, 
also, does enthusiastic work. .... No progress based on material condi- 
tions can reach far enough to satisfy all the aspirations of men; ... . it 
is equally true that morality, religion, and culture do not reach far enough 
down to be effective means of raising men from the depth into which they 


a We do not need a new religion, a new morality, nor a new cul- 
oe Civilization is failing through its success, for it has created a 
class too low to be moved by it... . . Only the most elemental forces act 


on men depressed by overwork and degenerated by overcrowding. These 
evils affect us all by undermining the base upon which society rests, and that 
is why the moral agencies . . . . must open their doors and keep their 
lamps burning until the dawn if they would deal with these two monstrous 
sins of Product. Until they are overcome, sin walks abroad in the noontime 
and the church sees it not; disease eats the mind of the scholar, and the 
school knows it not; lethargy, weariness, grime, kill the color on the cheek 
of the girl, the fire in her eyes, the courage in her heart, and poetry mourns 
it not. Let them rouse themselves like living giants, and command us to 
let Product go and to give men back their rights, their rights to time and 
space. Without them religion will not find the soul, education the mind, 
or poetry the heart of man. 


There is a great deal of the Scotch preacher in this; but it must 
be said that such passages are very rare, and if he is to be exhibi- 
ted in exaltation, he ought also to be exhibited in the more charac- 
teristic mood of struggle for expression. Passages which show 
this may be found in many places. I choose the following almost 
at random: 

. . . « To build up social sentiments demands the elimination of struggle 
and fear on the one hand, and of personal renunciation on the other. Social 
life seems incapable of making use of these primitive reactions and thus 
lacks the effectiveness of the older more animal life. Neither the rational 
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nor the utilitarian logic has ever done more than to arouse mild cosmo- 
politan sentiments that pleased the philosopher but failed to vitalize the 
man of the street and shop. For such a condition there must be a remedy 
if the new life is to arouse men as effectively as did the old. Sentiment and 
thought should not be antagonistic nor should sentiment be crushed by the 
growth of logic and science. To prevent this catastrophe, thought must be 
reorganized so that its concepts create emotional reactions as definite and 
as prompt as did the vivid relations that struggle originated. Thought 
stimuli must be put in the place of sense stimuli, and thought ends in the 
place of the victory struggle sets as a goal.* 


Here is the mind of Patten and here is its half-achieved expres- 
sion. The passage will do to give the literary representation of 
the man he was, as I picture him, strong, rugged, tragically alone, 
and with the silence of loneliness upon him. He was a primitive 
with the task imposed upon him of thinking through the elements 
of a highly sophisticated society, moved by the rough and elemen- 
tal rhythms of nature but straining to catch the subtler rhythms 
of telic life, never satisfied, seeking out ‘beyond the set boun- 
daries of science” in the times and spaces of infinity and eternity 
for answers. And his words ring to me with something that 
recalls the cry of wild animals in wildernesses but with a difference 


created by his struggling intelligence that won a great victory 
over the qualities of life that lie lower in the evolutionary scale. 
He was a latter-day prophet who worked with the humblest and 
the sublimest materials, creating a synthesis from the paradox of 
man’s estate that emerges, as the corn of his Illinois farms emerges 
green and fruitful from the soil, with an invincible faith in the 
salvation of man through and by himself. 


Rexrorp G. TUGWELL 
CoLuMBIA UNIVERSITY 


* Reconstruction of Economic Theory. 





OVERHEAD COSTS IN MODERN INDUSTRY 


II. THE LAWS OF RETURN AND ECONOMY, OR THE 
VARIABLES GOVERNING EFFICIENCY 


I. INTRODUCTION 


One of the most important aspects of overhead costs is the 
fact that increased output commonly brings increased efficiency 
or decreased expense per unit. Here we are dealing with what 
economists used to call the “‘law of increasing return,” the law 
which was once supposed to be characteristic of manufactures 
in contrast with agriculture. In this study we shall not use this 
terminology, because it suggests an antithesis with the “‘law of 
diminishing return,” where none exists. The two laws are not 
measured on the same yardstick; the one is primarily technical, 
the other financial; one refers to such units as bushels of wheat 
per laborer, or horsepower per pound of coal burned; the other 
refers to bushels of wheat per dollar expended, on labor, land, and 
all other means of production (cost per bushel), or ton-miles of 
freight moved per dollar expended on coal, engines, rails, ter- 
minals, labor of all sorts, and all other sources of expenditure 
(cost per ton-mile). Therefore, when the terms “increasing or 
diminishing return” are used in this study, they will refer pri- 
marily to physical results achieved per unit of some technical 
factor of production, or of some group of factors representing only 
a part of the total expenses of production.’ Thus it will never 
be a measure of the economic efficiency or financial economy of the 
whole process. Where we are dealing with the return per dollar 
expended for all purposes, we shall speak of efficiency or economy 
or cost, not of “return.” 


* This distinction is made by F. M. Taylor, Principles of Economics, 2d ed., 
PP. 137, 149-50. 

2 The author is indebted to a conversation with his colleague, Professor Jacob 
Viner, of the University of Chicago, for the suggestion that “increasing return” 
in the sense of general efficiency can best be described as “decreasing cost” in 
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Since “diminishing return” refers only to a part of the factors 
of production and therefore covers only a part of the total cost, it 
is easy to see why it may go hand in hand with increasing economy 
in the whole expenditure, if the other elements in cost remain 
constant while output increases." Decreased yield per laborer 
does not condemn intensive farming if it brings increased yield 
per acre, for where land is expensive, the net result may be an 
economy. In quite the same way, overtime work in a factory 
may bring decreased yield per hour of direct labor or per dollar 
spent on direct labor, but total cost per unit may be reduced 
because the permanent plant and the “indirect labor” involve 
large elements of constant expense. Variable costs per unit 
may increase while constant costs per unit are diminishing. 

For this and other reasons, it has long been evident to econo- 
mists that to speak as if there were two “laws to return,” a “law of 
increasing return,” and a “‘law of diminishing return” is inade- 
quate, inappropriate, and confusing. A law should describe the 
way something acts, and where there are a number of different 
things that act differently, the way to distinguish one law from 
another is by the different things that do the acting. The fact 
is that there are a great many things worth studying as independ- 
ent variables, each of which affects output in its own particular 
way and each of which accordingly has its own law—or group of 
laws, for each plant may be to some extent a law unto itself. 
Each “law” may go through a stage of increase and a stage 
of decrease either in technical return or in general economic 
efficiency, as the case may be. Some of these principles have 
been confused seriously in the past. 


order to indicate the fact that it deals with different dimensions from “decreasing 
returns” in the usual sense. Mr. Viner is, of course, not to be held responsible for 
the formulation here given. Not only do the two laws deal with different measures 
of return but they study the effects of different causes. 


«See Carver, Distribution of Wealth, pp. 87-89. ‘Diminishing return” as 
commonly used typically expresses the effect of changing proportions of the produc- 
tive factors; “increasing return” reports the effect of increased total output. This 
distinction is stressed by Carver (ibid., pp. 65, 76, 90-91), Davenport (Economics of 
Enterprise, chap. xxiii), and others. 
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2. THE ELASTIC LIMITS OF PRODUCTIVE ACTIVITY 


If there is any general principle underlying all these laws, it is 
that economies result from developing the unused capacities of 
productive factors, and that the exploitation of the capacities 
of any factor encounters elastic limits and increasing resistance." 
In particular, one may lay down the proposition that whenever 
a productive factor which costs something has any unused capa- 
city which can be developed without encountering unduly increas- 
ing resistance, there is an opportunity for financial economy 
in utilizing that capacity. Resistance becomes “undue” when 
the differential cost of added output becomes greater than aver- 
age cost (including a pro rata share of the cost of the constant 
factor). 

So far as free goods are concerned the question of unused 
capacity simply does not arise, because we never utilize such 
things up to the point of increasing resistance. Indeed, that is 
the reason why they are free. Not merely such things as air and 
water, but the underlying forces of nature may be regarded as 
free goods. Natural forces have unlimited capacity and, up to 
the limits set by patents and secret processes, the knowledge of 
how to utilize them is free: a community asset. However, the 
equipment to harness these forces has limited capacity, and this 
includes all the tangible economic factors of production. 

This common fact of developing the latent capacities of a fac- 
tor of production in the face of increasing difficulty appears under 
many guises. The “law of proportion of factors” refers to 
getting more results out of one factor (for example, land or a 
locomotive boiler) with the help of increasing amounts of another 
factor (for example, farm labor, or coal fired under a boiler), 
with the result that, in general, the more we get out of the land, 
or the boiler, the less we get out of each laborer or each pound 
of coal. In studying this process, two facts of prime importance 
stand out. The first is that while the capacity of some factors 
has definitely fixed limits, such as the heat contained in coal, or 
the products of any chemical reaction, or the tractive power of a 


*Cf. F. M. Taylor, op. cit., pp. 136, 138. 








212 J. MAURICE CLARK 


given locomotive on the best possible roadbed; other factors 
seem to have no assignable limits on their capacity, depending 
only on how much of the complementary factors are lavished 
upon them.’ The second fact is that there is a reciprocal rela- 
tion between the extent to which the capacities of different factors 
are utilized; that the capacity of one factor can be fully utilized 
only by having some other factors working at relatively low 
efficiency. 


3. RECIPROCAL RELATION OF THE FACTORS 


This is a universal law which holds good throughout all forms 
of production. It was originally seen in the case of land, where 
the ultimate capacity of the laborer could be attained if he had 
unlimited quantities of land to farm, resulting in a relatively 
low crop per acre; while the ultimate capacity of land could be 
approximated by farming very intensively, with the result 
of a relatively low crop per laborer. In the same way, if more 
time and care is spent in economizing materials, a given amount 
of materials will produce more finished product, and no plant 
ever uses its materials so very carefully as to utilize absolutely 


100 per cent of their possibilities. It would be wasteful to do 
this. It would not pay to spend ten dollars’ worth of labor 
to save two dollars’ worth of materials, although the result 
would increase the “efficiency” of the materials, if we look 
at it solely from this point of view. If the materials were to go 
up in price until what was worth two dollars before came to be 


* The chemical aspect of the law of proportion of factors is best treated by 
Carver, who shows that if two elements are put together in the exact proportions 
in which they combine to make a given compound (e.g., oxygen and gasoline in a 
carbureter), not all of either element will be combined, but there will be an uncom- 
bined residue of both. An excess of one will increase the percentage of the other 
that is taken into combination, though, of course, it means utilizing a smaller 
percentage of the element that is in excess. Thus chemical combinations obey the 
law of “diminishing return.” The chief point of this illustration is that elasticity 
exists even where we should least expect it. There is elasticity in the usefulness of 
factors supplied, even where there is none in the amounts ultimately utilized. 
See Carver, Principles of Political Economy, 1919, p. 367; Principles of National 
Economy, pp. 437-83. He cites the manufacture of ether from alcohol, which is 
expensive, and acids, which are cheap, where the acids are used in excess of the 
chemical proportion. 
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worth twenty, then it would pay to spend ten dollars’ worth of 
labor to economize the same amount of material which before it 
paid to waste. 

Part of the efficiency of a garment cutter consists in planning 
his cuts so as to economize his material, but it would not pay 
him to spend all day in order to save a few inches. That is, 
it would not pay unless perhaps there were going to be hundreds 
of identical garments cut, so that a few inches of cloth per garment 
would be worth more than his day’s labor would cost. There is 
another side to this same illustration, for by giving the cutter 
more cloth per garment, he can do his cutting with less perfect 
planning and therefore more rapidly, and can turn out more 
garments in a day’s work. Thus, with more cloth to work with, 
the inherent capacity of the cutter is more fully developed. 
Perhaps, by giving him 20 per cent more cloth and letting him 
work more rapidly and less carefully, he could turn out 16 or 
18 per cent more garments in a week. 

An interesting case, illustrating this principle, was reported 
by Mr. E. W. Dudley, in a paper on “Wastes in Air-brake 
Service.”* After describing the waste due to leakage in this 
country, he said: 


They don’t know what leakage is in Europe. One of your best known 
members told me of riding on a French railway locomotive during the war 
and being almost paralyzed to see the engineer calmly reach over and shut 
the throttle valve in the air compressor steam pipe shortly after leaving 
the station. There was about 80 lbs. pressure in the system and there it 
stayed until the brakes were used to make the next stop, when the pump 
throttle was opened up and the pressure restored. There were no leaks— 
they were not tolerated. Why? Because at that time coal was $64 per 
ton and the engineman received a bonus on every pound he could save. 
So it can be done. 

We avoid the cost of a good tight pipe job, of close inspection and of 
competent repairing, but burn more coal. We need to do more than make 
tules about these things. We must have the right kind of men, enough of 
them, and encourage them by giving them the tools, the materials, and the 
proper places to do the work. No man can turn out a decent job with only 
a pipe wrench, a paint brush and a lack of proper material or conveniences. 


* Paper read before the 1922 Convention of the Air Brake Association, reported 
in Railway Age, June 20, 1922, p. 1606. 
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Here we have a clear statement of the need of spending more of 
some factors in order to economize others, and of the importance 
of the cost of each factor in governing methods of production. 

Or, we might take a machine as an example. We can develop 
the latent capacity of the machine by spending labor lavishly 
to see that it has a continuous supply of materials and that it 
can always get repairs the instant they are needed and is watched 
every minute. This would mean that machine tenders would 
not be taking care of as many machines as they might, and it 
would mean that the repair force would be quite large and might 
spend a good deal of its time waiting for something to go wrong. 
It would mean that the capacity of the machine tenders and the 
repair men was being imperfectly utilized in order to utilize more 
fully the capacity of the machines themselves. 

On the other hand, the management might try to have every 
laborer tend as many machines as possibile. As a result, the ca- 
pacity of the laborer would be brought out much more fully, but 
the machines might not work as well. In spinning, the chief 
knack of the frame tender is to tie up broken threads quickly. 
By installing an automatic device that stops the machine when a 
threa * breaks, one man has been enabled to tend more frames. 
But ai. .utomatic stop costs something, so that capital increases 
faster than output. With such a device, it would be physically 
possible for one man to tend an unheard-of number of spindles, 
but machines would spend a considerable percentage of the time 
idle, waiting for the machine tender to get around to tie up the 
thread and start the machine again. It is evident that the 
product per man can be made very high on condition that the 
output per machine (and even more, the output per one hundred 
dollars invested in machinery) should be relatively low. 

Similarly, if the repair force is to be kept extremely busy and 
is to make a high record of efficiency, in the sense of repairs 
accomplished per man, the size of the force will be very small 
compared to the amount of equipment they have to take care 
of, and when a machine needs repairs it will have to wait its 
turn until the repair force finishes other work, so that the per- 
centage of idle time for the machinery and the active operators 
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will be increased. In other words, in order to utilize the capacity 
of the repair force most efficiently, the rest of the plant would 
work at something less than the greatest efficiency of which it 
was capable. Here we have two possible types of inefficiency, 
one where the repair force is so large that nobody ever has to 
wait for repairs, while the repair men spend most of their time 
idly waiting for something to do, and the other where the repair 
force does not waste any of its time, but keeps the machines and 
their operatives waiting. Somewhere between these two types 
of inefficiency there is a balance; a point of maximum economy in 
terms of the total cost of machinery, repair men, and active 
operators. 

When it come to retailing, there is a final party whose effi- 
ciency is to be considered; namely, the consumer. Each sales- 
man may make more sales where there are so few of them that 
most of the customers have to wait a long while to be served. 
This means that the customers’ time is used inefficiently: a 
burden they are likely to resent out of proportion to the value of 
anything they might have done with the wasted minutes. Here 
the point of true efficiency is hard to determine, lacking a money 
measure of the worth of the customers’ time. 


4. UNLIMITED CAPACITIES OF LABOR AND 
UNSPECIALIZED CAPITAL 

In the days of handicraft industry, tools were not so expensive 
but that every craftsman could own a fairly full equipment. 
If a number of craftsmen had gotten together and used one set 
of tools between them, the capacity of the tools would have been 
more fully utilized—the output per saw and per hammer would 
have increased—but the loss of human efficiency would have more 
than outweighted the gain. With the introduction of the 
gigantic engines of modern industry, the efficiency of the tool 
becomes much more important and the output per laborer is no 
longer the decisive feature of the case. The expensive machine 
cannot afford to stand idle as large a percentage of the day as a 
carpenter’s saw or hammer or chisel. The proportion of things 
must be so adjusted that its capacity is much more fully de- 
veloped. 
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But another much more significant change results from 
machinery. Mechanical work is limited by the source of power, 
and with the advent of this iron slave we have freed the capaci- 
ties of labor from the limits set by animal power—his own or 
that of his beasts of burden. As a result, small amounts of 
either labor or capital will suffice for enormous works if there are 
unlimited amounts of the other factor to work with because the 
other factor can, if necessary, furnish the bulk of the power. 
The pyramids were built with primitive mechanisms and untold 
labor: the capacities of a little capital were brought out in a 
way that amazes modern observers, but the efficiency of labor 
was low, and the cost in labor was lavish. Today the opposite 
trend prevails, and single laborers control unheard-of masses 
of power and with it perform miracles, though the product per 
unit of investment in machinery is diminishing.’ 

Still more significant, perhaps, is the fact that human labor 
comes to be more and more a matter of overseeing and guiding 
the iron slave; the laborer has in fact become a supervisor. But 
work of supervision is commonly spoken of as an “overhead 
cost.” It does not vary definitely with output. No more 
effort is necessary (though more may be profitably spent) to 
plan for turning out an order of a thousand window sashes than 
a hundred, no more brain-work to decide to adopt a patented 
fixe-extinguishing system for a plant with a million square feet 
of floor-space than for one with ten thousand. For essentially 
the same reason it costs no more labor to steer the greatest liner 
than a motor-boat, and not nearly as much as to steer a Gloucester 
fishing schooner. A man with a shovel could perhaps unload 
from thirty to thirty-five or forty tons of coal in a day. The 
same man in charge of an ordinary bucket and crane can unload 


t The figures of the census bear this out to the extent of showing a progressive 
decrease in value of products per dollar of capital invested as capital per establish- 
ment and per laborer increases. There is perhaps no absolutely satisfactory way 
in which to measure investment in modern machinery and compare it with that of 
fifty or two hundred years ago, for dollars have changed their purchasing power, and 
other standards are open to criticism. However, if the equipment of the handi- 
craft era were reproduced and put in service today, a fair comparison would be 
possible in terms of dollars invested; and there is not a shadow of doubt that the 
result would verify the above statement. 
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five or ten tons in forty seconds or less, while at the controls of a 
car dumper he may be able to “oversee” the dumping of a 
fifty-ton car every minute of the day, if there are that many 
cars to be dumped. When labor takes the form of supervising 
the harnessed forces of nature it may become an “overhead 
cost” like any other form of supervision, largely independ- 
ent of variations in the amount of force that lies under its 
control. 

So far we have been speaking of some of the more general 
aspects of the development of unused capacities, chiefly in rela- 
tion to the proportions of different factors used with each other 
in production. This fact is also clearly at the basis of the idea 
of constant costs as distinct from costs which vary with output. 
A railroad track is a stock illustration, and it is commonly 
assumed that railroad plant in general is a constant asset and 
that the labor of operating trains varies with traffic. However, 
the only way to secure full utilization of the track is to run 
heavier and heavier trains, and this means that rails, ballast, 
cars, and locomotives all grow heavier and more expensive while 
the yard tracks and station buildings increase in harmony. 

As a result, the nearest thing to a really constant outlay that 
can easily be found in the long run is the work of the locomotive 
engineer and fireman. This varies somewhat, in one sense. 
A mechanical stoker may become necessary with larger loco- 
motives, and a differential wage may be established; neverthe- 
less this item of labor-cost is more nearly constant, with changing 
trainloads, than any capital item is, in the long run. And since 
the number of trains that can be efficiently run on a given track 
is a relatively stable item, increasing trainloads are one of the 
necessary ways of handling increased traffic, except where it is 
very sparse. One might say that the latent capacity of the 
engine-crew is developed by giving them a bigger locomotive to 
handle and more freight to haul. 


5. TWELVE VARIABLES GOVERNING EFFICIENCY 


Without attempting to cover all the variables which govern 
industrial efficiency, there are certain fairly tangible ones whose 
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effects have something to do with overhead costs. Among 
these twelve are worth mentioning here. 

a) The proportion between different productive factors.—The 
law governing this variable is commonly called the law of di- 
minishing return, though it has stages of increasing and con- 
stant returns. 

b) The percentage of the full capacity of the plant which is 
utilized.—This may be called the “capacity factor,”* It ap- 
pears either in connection with short-run fluctuations of busi- 
ness or with building in advance of expected growth, because 
in the long run the size of the plant would adapt itself to any 
steady rate of output. The economies of full utilization are 
commonly spoken of as a “law of increasing returns,” although 
the same term is also used to cover the general economies of 
large-scale production, and there is frequent lack of adequate 
distinction between these two cases. We shall not speak of it as 
a “law of return” at all, but as a law of economy or cost. 

c) Steadiness or fluctuation in the rate of output.—The chief 
measure of this is the “load factor,” or ratio of average 
output to maximum output during a given period.? This is 
coming to be a much-used term with its related ideas of “‘peak 
load” or “‘maximum demand,” and of “off-peak business” as 
contrasted to business that comes “on the peak”’ (at the time 
of maximum demand). These terms are self-explanatory, and 
they are intimately related to the capacity factor because, as 
we have just seen, fluctuations of output are the chief cause of 
plants working at less than full capacity. However, it is worth 
while to distinguish them for some purposes, chiefly because 
there are some cases in which it is possible to adopt deliberate 
policies looking ahead and definitely aiming to steady the rate 
of output, and others in which the behavior of demand is so 
unpredictable that all that can be done is to treat each week or 
month of low demand as a problem in itself, trying to mitigate 
the losses due to unused capacity. 


* G. P. Watkins discusses these terms in his book, Electrical Rates (New York, 
1921), pp. 12-14. 
2 See G. P. Watkins, op. cit. 
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d) The number of units produced of a given size, type, brand 
or model of goods in a given plant.—This has reference, not 
solely to increasing the total size and output of the plant, but to 
the sort of economy a business can secure without expansion, 
simply by reducing the number of different sizes or models they 
turn out; in other words, by “standardization.” There are 
costs incurred on account of each size or model that do not vary 
with the number of units of each size turned out. Such costs 
are general so far as concerns the different units turned out from 
one model, though special to this model as over against other 
models. There are such expenses as molds and patterns, the 
changing of rolls, the making of drawings and specifications, and 
part of the costs of storage. Increasing the total size and 
output of the establishment brings savings on all these scores, 
but reducing the number of models will also bring them. 
Standardization is strictly a manufacturing economy. In 
selling, the most effective use of the salesman’s time and talents 
may still be found where he handles a full and varied line of 
goods. 

e) The proportion of different products turned out by some 
central process or plant.—Wherever two or more different prod- 
ucts can be produced more cheaply together than apart, not 
because of any general savings of increased output but because 
these particular sorts of product are complementary to each other, 
there we have “‘joint cost” in the strict sense. One way of 
putting it is to say that every added unit of product A makes it 
easier than it would otherwise have been to produce added units 
of product B.t This principle covers the rotation of crops, 
packing-house by-products and similar cases of by-products, and 
may overlap the problem of fluctuating demand, where the kind 
of service that can be rendered at one time is essentially different 
from the kind that can be rendered at another time. As, for 
example, the use of electric current for lighting at night and for 
power in the daytime. 

*See Edgeworth, “Contributions to the Theory of Railway Rates,” Econ. 


Jour., XXI, 558, and Dewsnup, “Railway Rate Theory and Practice,” Pol. Scs. 
Quar., XXX, 476-5009. 
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ft) The size of the single plant.—A large plant, working at 
full capacity, will usually differ in efficiency from a small plant 
working at full capacity, on account of the difference in size 
of the two plants. Normally the advantage is on the side of the 
larger plant. In most industries, a fairly large concern has a 
vast advantage over an extremely small one. and in some indus- 
tries an enormous investment is required in order to obtain 
standard efficiency. Strictly speaking, this means that there is 
a different law for every industry and perhaps even a different 
law for every plant in every industry. However, there are some 
general principles which can be discovered, and there is always a 
limit of size beyond which gains are negligible. Sometimes, how- 
ever, one concern would absorb the entire market before it reached 
this limit. 

g) Integration or vertical combination.—Here there are im- 
portant economies to be had, distinct from the other economies 
of large-scale production, and they also appear to have their 
limits. Integration has proceeded far in the steel industry, 
while the advertising firm and the industrial engineering firm 
are examples of the opposite tendency; making an independent 
business out of what used to be simply parts of the work which 
the management of any business did for itself. 

h) Horizontal combination.—The combining of plants carry- 
ing on generally similar kinds of production (plants that would 
naturally compete with each other) is another element which 
commonly makes possible some economies, but which may reach 
its limit in somewhat the same way as the economy resulting 
from the size of a plant. Economies in purchasing, in research 
organization, in giving the larger organization the benefit of 
the best managerial ability and the saving of cross-freights, are 
commonly spoken of as savings of this sort, but they may be 
limited by the difficulty of organization over great distances. 
Or particular plants may carry standardization farther than they 
could if independent, each specializing on certain types of goods 
while the combination still makes it possible for the salesman to 
“carry a full line.” This involves giving up the “saving of 
cross-freights, so that the management must choose which saving 
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is the greater. These savings should be carefully distinguished 
from the next law. 

i) The extent of competition or monopoly.—This, in itself, 
has an important effect on productive efficiency, distinct from 
its effect on prices. Like the previous case it is made up of 
opposing elements. The savings of horizontal combination may 
go as far that one all-absorbing combination seems to be naturally 
more efficient than anything smaller. Moreover there are wastes 
of competition as such, which can only be saved by extinguishing 
it. These are largely wastes of selling tactics. On the other 
hand, the attempt to gain complete monopoly itself contains 
elements of waste, chiefly because the would-be monopoly must 
buy up not only the best plants but the relatively inefficient 
ones also. As a result, in most cases concentration would prob- 
ably stop short of complete monopoly even without the com- 
pulsion of law. 

j) Geographical concentration of industry.—Efficiency also 
varies according to the output of a given industry in a given town, 
or district, or nation, apart from the internal economy resulting 
from the large size of particular plants. Under this general 
heading come different sorts of gains; some in production and 
some in bargaining, buying, or selling; some dependent chiefly 
on the volume of output in a given area and some chiefly on the 
number of competitors who are concentrated in such an area. 
They include the ‘external economies” of large-scale production 
(increased efficiency in auxiliary industries, development of a 
generally qualified labor supply, etc.) as distinct from the 
“internal economies” dealt with under “size of single plant.” 
One important feature of these external economies is that they 
accrue, not to any one producer, but to all in this industry. The 
person who creates them does not absorb the main benefit 
in the same way in which the person who builds up a large plant 
absorbs the benefit in the way of economy resulting from its size. 

k) Geographical density of population and industry in general, 
in ils effect on the general efficiency of the economic system.—This 
is not a thing capable of definite measurement, for it includes 
products of different kinds and there is no common yardstick. 
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The dollar will not serve this purpose, chiefly because it is as 
much a measure of increasing scarcity as of increasing output; 
as much a token of poverty as of abundance. We have here a 
general resultant of more intensive agriculture, subject to dimin- 
ishing returns (which in this case means increasing costs also) 
and of various internal and external economies in stores, factories, 
schools, newspapers, theaters, etc. It is clear that civilization 
gains in economic efficiency from greater density of settlement, 
considerably beyond the point where agriculture begins to show 
rising costs, but it would be hopeless to attempt to pick out a 
point of maximum effectiveness. 

Ll) Degree of co-operation between industries of different sorts, 
and different industrial groups or classes.—Wherever there are 
matters of common interest which can be better attended to by 
joint than by separate action, there is a sort of social overhead 
cost. Many of these joint activities, including the most funda- 
mental and necessary ones, are carried on by the state, but many 
remain in private hands. The amount of effective co-operation 
depends partly on the range of different industries developed 
within a town or nation, partly on the area over which effective 
interchange and communication is possible, and partly on the 
number of different functions which people are willing to handle 
co-operatively. The nation is the natural limit of most economic 
co-operation, but for some purposes the economic community 
crosses national boundaries and establishes a wider area of com- 
mon action. 


































6. IMPORTANCE OF DISTINGUISHING THESE VARIABLES 


This classification is not by any means exhaustive, but it 
does indicate some of the chief lines of division between the 
different problems of efficiency with which economists have to 
deal. At least this much classification is needed for the sake of 
clearness. As we have seen, there is one law that determines 
how intensively it pays to cultivate land under given conditions 
(proportion of factors), and another law that determines the 
limits of economical size for farms, and these are two distinct 
laws. The internal economies of large-scale production must be 
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distinguished from external economies, for they lead to consolida- 
tion and sometimes to monopoly while the external economies 
have nothing directly to do with monopoly (except so far as they 
consist of internal economies in subsidiary industries). The 
internal economies come to the producer who is responsible for 
them, while the external economies are largely free gifts made by 
single producers to industry in general. One raises the question 
of cutthroat competition and monopoly; the other raises the 
question of protection or subsidies to stimulate industrial pioneer- 
ing which is worth more to industry as a whole than the pioneers 
can ever hope to collect in profits. It would be confusing to 
speak of these two very different laws indiscriminately as 
examples of the law of increasing returns or of the economies of 
large-scale production. 

Again, the case of joint costs or by-products leads to charging 
what the traffic will bear as between different products, but not 
as between different persons, and it does not lead to cutthroat 
competition, provided the industry is in such a state that a 
proportionate increase or decrease in all the products turned 
out carries with it a proportionate increase or decrease in costs. 
What does lead to cutthroat competition and to personal dis- 
crimination is the condition in which the general volume of 
business can be increased or diminished without adding or sub- 
tracting its full pro rata share of costs. Competition of packers 
may bring down the price of various by-products, of bones, horns, 
and bristles, but it will not naturally go so far that the total 
income from a steer is less than the total cost of all the processes 
involved, merely because a large part of the cost is joint. 

Unused capacity is another story, and it may lead to cutthroat 
competition in any business, with or without joint products. 
The economies of utilizing unused capacity are very great, while 
the economies of increased size are spectacular only in the early 
stages where plants are still small. Yet railroads may bid for 
increased business on the basis of the economies it brings them 
when they have unused capacity, ignoring the cost of capital 
on the ground that this is a constant outlay, at the same time 
that they are raising millions of capital for the enlargements of 
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their plants which their growing traffic makes necessary. Again, 
an increase of general business is one thing, and off-season 
business or “off-peak” business, which can be counted on to stay 
off season or off-peak, is a very different thing. Off-peak 
business might be profitable at prices that would mean a loss if 
applied to general business. So it seems that it is of practical 
value to keep these different variables distinct, aside from the 
more academic advantages of avoiding ambiguity and sterile 
controversy. Let us now look more closely at the way in which 
some of these variables behave, with a view to formulating the 
laws governing them, so far as they can be formulated in general 
terms. 
7. PROPORTION OF FACTORS IN RELATION TO 
OVERHEAD COSTS 


When the law of proportion of factors is stated, one factor 
is usually taken to be constant and ancther variable: for example, 
a fixed area of land and a variable amount of labor. This means 
that for purposes of short-run problems, at any rate, land repre- 
sents a constant cost and labor a variable one. The land is, 
paradoxically, “overhead.” As labor per acre increases, the 


crop per acre naturally passes through five stages. It may 
increase (1) faster than labor, (2) just as fast, (3) slower, (4) not at 
all, or (5) it may actually decrease. The first case represents in- 
creasing returns to labor; the second represents constant returns, 
the third diminishing returns, the fourth zero returns, and the 
fifth less than zero returns." 


: This implies less than zero returns to B, constant returns to A implies zero 
returns to B, diminishing returns to A implies diminishing returns to B, and so on 
through the other two cases. For a development of this mutual relationship, 
see F. M. Taylor, op. cit., pp. 126-35, esp. 130, 133. Taylor mentions only three 
stages, corresponding to the first, third, and fifth given here. The second and fourth 
are, very strictly speaking, only transition stages; nevertheless in many simple and 
definite mechanical and chemical combinations where there is one best proportion 
and a minimum of elasticity, all combinations worth considering would approximate 
either the second case or the fourth and there would be a sudden jump from one to 
the other. If men are moving dirt in wheelbarrows, each man needs one wheel- 
barrow. If there are fewer barrows than men, output is limited by the number of 
barrows and if there are fewer men than barrows, output is limited by the number 
of men. Even here there is some secondary need for spare barrows, and some other 
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But note what the “law of proportion of factors” says of 
these stages. The fifth stage is manifestly inefficient, and the 
first, its converse, is inefficient for the same reason. In stage 
one there is not enough labor to develop the land and what labor 
there is would raise more if it let part of the land lie idle. Stage 
two, or constant return, is also inefficient, if land costs anything, 
because, while the crop per laborer is at its maximum, it would 
be just as great with a little less land, and so whatever that little 
land costs is a clear loss, yielding no addition to product. Or 
with more labor the cost would be less per bushel, since the 
“variable cost” of labor would be the same per bushel and “the 
constant cost”’ of land would be divided among more bushels. 
For the same reason stage four (the converse of two) is inefficient 
if labor costs anything. Therefore maximum financial efficiency 
is reached after the return per laborer has begun to diminish, 
but before it reaches zero. The exact point will be the point at 
which the “variable cost” (differential labor cost) per bushel 
for the last added bushel of crop, is equal to the average cost of 
the whole crop, including the rent of the land. Thus the “law 
of diminishing return” holds good, not as a purely technical 
principle, but as a principle of human choice. The most eco- 
nomical combination is one in which all the factors are in astage 
of diminishing return. 

Now something very like this happens when a factory of a 
given size is run at varying rates of output; from next to nothing 
up to the point where further efforts at speeding up defeat their 
own ends. Some costs are roughly constant, and so long as a 
given increase in variable costs produces a corresponding increase 
in output (“constant returns’), there is increased economy; 
and the maximum has not yet been reached. This condition is 
thought perfectly natural in the factory, and unnatural on the 
farm. Why? Chiefly because a factory typically sets a price 
and sells what it can at that price while a farm raises a crop and 


sources of elasticity. In a large plant, if some costs are constant and others vary 
in proportion to output, then the variable costs represent factors in stage two, and 
the constant costs represent factors in stage four. Plaats are typically in approxi- 
mately this condition. 
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markets the whole crop at whatever it will bring above the cost 
of harvesting and shipping. Thus one does not think of a farm 
plant working at part capacity because the market will not take 
the product at a profitable price, at least not habitually, as is 
the case with a factory. 

Another answer is that the land of a farm is not an indivisible 
organic unit in the same way in which a factory is. Therefore if 
one is farming too much land, the mistake can be corrected by 
letting some of it go, renting or selling it. A factory or a railroad, 
on the other hand, is an organized unit. It cannot be divided 
without being partly crippled, nor reduced in size without becom- 
ing qualitatively different from what it was: and a less effective 
instrument. A single-track railroad running four trains a day 
each way is more efficient than a similar road running only two 
trains. But if this gain were merely a matter of proportion of 
track to trains, the two-train road could have secured it by mak- 
ing its original investment smaller. This would have meant a 
narrow-gauge road; more fully utilized, to be sure, by smaller 
trains and more of them, but with a corresponding waste of the 
train-crews’ labor, and the further burden of a costly added trans- 
fer to connect with the standard-gauge system of the rest of the 
country. Thus it may pay to incur the inefficiency of two trains 
a day rather than the inefficiency of a narrow-gauge line. 

It is often necessary to weigh incomplete utilization of an 
efficient type of plant against full utilization of a plant so small 
as to be inefficient. And one of the fundamental reasons why a 
small plant is so often inefficient is that it fails to utilize the full 
supervisory power of that indivisible element, man, when he 
might have more powerful iron slaves at his disposal. There are 
many reasons why so many manufacturing concerns are smaller 
than is necessary for maximum efficiency. One is the number 
of concerns that have made small beginnings in the hope of grow- 
ing to maturity, and another is the fact that the standard size 
has been growing, in harmony with advancing mechanical 
methods, so fast that it is hard for concerns to catch up. 

On the farm this particular disturbance to the law of pro- 
portions does not commonly arise, because in most branches of 
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agriculture a moderate-sized one-family farm can be about as 
efficient as a very large one, so that there is not the same necessity 
for taking up more land than one can cultivate, that there is for 
building a standard-gauge railway even if one cannot find traffic 
to utilize it adequately. Moreover, a farmer is never limited 
by the extent of his market as a railroad is, or even as a manu- 
facturer often is; his market is not his own private affair, and 
his output has no perceptible effect on the total supply and cannot 
possibly produce a glut all by itself; therefore it pays him to 
raise all he can and sell it for what it will bring. 

Nevertheless, proportion of factors has something to do with 
size even in farming. The methods of extensive cultivation 
(little labor on much land) lend themselves to larger farms than 
do the methods of intensive cultivation, largeness being measured 
not merely in area of land, but in total gross output, or any other 
rational measure of size. This is because extensive farming 
can employ machinery for its cruder and less discriminating 
operations, and can use hired labor with less loss of efficiency or 
less need of eternally vigilant supervision. Furthermore, on 
small farms efficiency is almost typically limited by inability 
to get enough working capital for the minimum efficient working 
force—commonly the farmer’s own family. Here is an inefficient 
proportion of factors. More capital would bring ‘‘increasing 
returns.” But it is hard to get more capital, and the proportion 
cannot be improved by reducing the amount of labor without 
reducing the working unit to an inefficient size. 

There is another reason why, in manufacturing, plants are 
not commonly working with just the output (and just the pro- 
portion of factors) that mean the greatest efficiency. Fluctua- 
tions of demand make the operations irregular, and the size of 
the plant cannot adapt itself to them.' Does this affect farms? 
They are exempt from weekly or monthly fluctuations of output, 
but there certainly are good and bad years in different branches 
of agriculture, and to some extent years of heavy or light plant- 
ing; yet the size of farms (and of the farmer’s family) cannot 


*See Taylor, op. cit., p. 151; cf. also Torrens, On Wages and Combinations 
(London, 1834), p. 63. 
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adapt itself with perfect elasticity. There are undoubtedly 
important parallels between agriculture and manufacturing in 
this respect, as well as important differences, but a search for 
them at this point would lead too far afield. 

To sum up, we have seen that the law of proportion of factors 
and the law of efficient size of output are distinct principles, but 
related to each other. Where one of the factors is an organic 
unit, which cannot be made smaller without changing into a 
different and less efficient kind of instrument, this fact may set 
minimum limits on the efficient size of an establishment.’ Never- 
theless a manufacturing plant may be in a stage of increasing 
efficiency with increased output, and decreasing returns with 
reference to the proportion of factors, both at the same time, and 
a farm may be in a stage of decreasing return with intensity of 
cultivation while an increase in the size of the farm would yield 
increasing economy of production. 


8. PLANT CAPACITY AND STEADY UTILIZATION 


What is the “capacity” of a plant? Business men use the 
term constantly, and yet no absolute figure can ever be set. 
The term never means the utmost limits to which production 
could be pushed; there is always some “overload capacity.” 
The forces that set the limits on capacity are various. In 
electrical generating machinery the limit is set by overheating, 
with the result that the machinery can be run for a few minutes 
at a faster rate than it could stand as a regular running speed, 
because it takes some time to raise the temperature to the 
point of injuring the machinery. In the case of ordinary manu- 
facturing there are three main ways of increasing output; namely, 
working more shifts, working a given shift longer hours, and 
speeding up the pace of the work. This is a little like the 
temporary overloading of a dynamo, in that when labor works 
excess hours, or works at undue speed, there is an accumulation 
of fatigue, although the result is a matter of days and weeks 
instead of minutes. 


* See F. M. Taylor, op. cit., pp. 134, 141-42. 
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If we work our labor force overtime we shall probably have to 
pay them higher wages per hour for the extra work, or they may 
get tired and not work as effectively, while a night shift is 
notoriously less efficient than a day shift. So in one way or 
another we shall find that the cost of operation increases. At 
some point there will be a balance between the increasing cost of 
operation and the economy due to more perfect utilization of the 
machine itself. At that point the differential cost of added out- 
put will be equal to the average cost, including all overhead 
costs on account of the machine itself. Beyond that point, it 
will pay to get more machines. This point might furnish a . 
theoretical measure of capacity, but one that would be hard to 
apply. It would be a zone of some width, rather than a point 
and in the long run it would call for a working day considerably 
shorter than would pay for a short spurt. 

For practical purposes, capacity must be measured according 
to what is a customary length of working day for the machinery, 
which may be anything from eight hours a day to twenty-four. 
Thus in a plant where eight hours is the standard operating day, 
normal capacity would mean eight hours’ output, and this could 
be increased by putting on a second and a third eight-hour shift, 
while a plant already working two shifts does not have the same 
reserve of producing power. The same principles apply to stand- 
ard or satisfactory speed, meaning, as nearly as can be deter- 
mined, the maximum speed which it pays in the long run to try 
to secure. Presumably, the ideal of the efficiency engineer 
would be the highest speed that could be maintained year in and 
year out; that is, without producing cumulative fatigue; but 
nobody knows exactly what this is, and working estimates must 
needs be governed by customary practice. 

In considering fluctuations in the utilization of a given plant, 
all costs depending purely on the size of the plant will remain 
constant. This would include taxes, interest, and for practical 
purposes, insurance, depression, and general expenses. The 
critical question, however, is how the variable costs behave, 
and what the limits of increased output are. This depends on a 
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number of circumstances, including the question whether it is a 
short-run or a long-run problem, and whether the output of this 
particular plant is low at the same time that industry in general 
has reached the low stage of the business cycle, or whether it 
moves independently. It also depends on whether the industry 
uses time wages or piece wages. 

For instance, in an industry which does not use a piece wage 
but hires by the day, it may not be practicable to reduce the work- 
ing force every day when business happens to be slack, and take 
men on again at a moment’s notice when business becomes heavier. 
Under such conditions, operating expenses may not vary at all 
with reference to very short-run fluctuations in business, up to 
the point where the force has to work overtime or where green 
men have to be hired. When that point is reached, expenses 
will take a sudden upward jump, increasing much more than in 
proportion to the business that created the overload. Yet if 
business were to fall off and remain steadily low for an entire 
month, the working force would be cut down, or if business 
remained high for an entire month, more men would be taken on 
and given a modicum of training, overtime would be avoided, 


and operating expenses would increase little, if at all, faster than 


volume of business. 

In a force of day-workers, there is some elasticity in the 
amount of work a given force will do in any one day or week, 
and therefore some margin between the point where some workers 
would be laid off, and where additional ones would be taken on. 
A temporary overload might not cost the employer anything in 
extra wages—for the moment. And often when the strain at 
one point goes beyond these limits, it can still be met by calling 
men from other points where the load is still within this elastic 
margin of tolerance. Thus a large mail-order house shifts “ order- 
pickers” as they may be needed from groceries to dry goods or 
hardware or elsewhere in its array of different branches of mer- 
chandise, but any general increase in business will require 
overtime or an increase in the force. 

Postponable work offers interesting possibilities of mitigating 
the effects of fluctuations. Such work may be directly remunera- 
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tive, so that if it is postponed it amounts to postponing output as 
well as costs. Some, like maintenance, may be indirect, so that 
output goes on for the time being virtually undisturbed. In 
some cases, output may be more interrupted by making repairs 
than by letting them go, so long as the machinery will work at 
all. So far as repairs can be concentrated in slack times, the 
waste of irregular operation is mitigated. For most purposes, 
however, such work can be put into the time before and after 
regular working hours, and would not wait for a period of slack 
business; nevertheless, the use of postponable work has many 
possibilities. 

In this respect the managing staff stands on a different foot- 
ing from the rest of the force. The executives commonly 
work overtime without excess pay when overtime work is needed, 
and in slack times they not only shorten their hours but catch 
up on certain kinds of postponable work which have been allowed 
to fall behind in the pressure of filling urgent orders. It is in 
dull times that operating systems are overhauled and inefficient 
methods weeded out. There is a natural deterioration in stand- 
ards of work which it requires eternal vigilance to correct, and 
this deterioration is often allowed to go on in busy times and 
checked up later when the staff has more time. Thus, while 
the general expenses of the managing staff may show no change, 
with moderate fluctuations in business, there is an imponderable 
cost which escapes the books. The business done in rush times 
is not quite so profitable as the books will naturally show, nor 
are the expenses incurred during slack times all chargeable 
against the small volume of business that is then being done. 

Another disturbing fact is that, when men are being laid off, 
the ones that are left work harder for fear of losing their jobs, 
especially when industries in general are also laying off men so 
that the loss of a job is a more serious thing than in active times. 
The Ford Motor Company, after its shutdown of 1922, turned 
out more work with 40,000 men than with 57,000 before the shut- 
down.’ A contributory cause is the fact that the most capable 


* See Paul H. Douglas, “ Personnel Problems and the Business Cycle,” Adminis- 
tration, July, 1922, p. 22. The company turned out as many cars as before and 
“many more parts.” 
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workers are kept, and that some superior men are shifted to 
inferior jobs commonly held by far poorer workers. More than 
one case is on record in which the force was cut twice and both 
times the total output increased instead of decreasing.' In 
general, the behavior of operating expenses represents chiefly a 
compromise between savings due to this fact and wastes due to 
the loss of proper proportion between the different parts of the 
working force: between the cutting edge of the tool, so to speak, 
and the auxiliary services of power, transmission, storage, plan- 
ning, supervising, and what not. Because these forces are so 
complex, differing from plant to plant, no generalization can be 
made as to just how the curve of operating expense behaves when 
plants work at different percentages of their normal capacity, 
except the fact that when the overload becomes great, cost 
always increases faster than output. 

In general, probably, we should not be very far wrong if we 
made a careful estimate of costs which do not vary at all with 
changes in the capacity factor, and then took for granted that 
other costs varied in proportion to output, up to the point of 
congestion. On some such basis as this, Ripley estimates for 
railroads that two-thirds of the expense of maintenance of way 
and structures is constant, half of maintenance of equipment and 
conducting transportation and all of the general expenses, mak- 
ing about 55 per cent of the total operating expenses.? In most 
businesses, the percentage of constant operating expenses would 
not be so high. 

From what has already been said a reflective reader would 
deduce that, aside from any loss of efficiency due to working a 
plant at less than full capacity, change itself brings either gain 
or loss, and probably more often loss. When a cut in the force 
increases the per capita output from 35 per cent to 120 per cent, 
this looks like a spectacular gain, but there is an unseen debit. 
One reason why there is so much room for increase is that men 
nurse their jobs in order to postpone a possible cut in the force 
as long as possible. Thus the fear of a cut leads to soldiering 

' Ibid., pp. 22-23. Numerous cases of increased output per man are cited. 

* Ripley, Railroads: Rates and Regulation, p. 55. 
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before the event and speeding-up afterward, and the loss un- 
doubtedly exceeds the gain. It would typically be more expen- 
sive to run a plant where the output constantly fluctuated 
between 60 per cent and 120 per cent of its normal capacity 
than to run steadily at about go per cent. Corroboration of this 
is found in the fact that large combinations find it economical 
to concentrate the fluctuations in particular plants. 

The United States Sugar Refining Company concentrated its 
fluctuations in a large refinery in Brooklyn.' The Carnegie Steel 
Company has a huge by-product coke plant at Clairton, near 
Pittsburgh, which does not supply all the coke the company needs 
in active times, so that it can be kept running at full capacity, 
together with a fleet of towboats and barges which bring down 
coal from the company’s mines farther up the Monongahela 
River. The fluctuations are taken care of by beehive coke 
ovens located nearer the mines. Deplorable as it may seem that 
there should be any beehive ovens, it is certainly more economical, 
if they must be used at all, to use them in this way. This kind 
of economy seems to be one of the recognized advantages of 
horizontal combination.’ 

One way of expressing this fact is to say that machines thrive 
best and perform best under monotonously continuous operation. 
Their ideal would seem to be perfect regularity, but it does not 
follow that this is an economic ideal which human beings can 
safely adopt. If we could achieve it completely, we might be 
better working engines, but we should hardly be better men. 
Where irregularities can be taken care of by changing the pace 
or shifting to postponable work, they probably do no real harm, 
and may do some good, particularly to the men who are shifted 
from one job to another and so broaden their experience. Man, 
like any animal, works better when he is not required to hold a 
mechanically even pace through every minute of the day or 
every day of the year. But the kind of irregularity we now 
have goes a great deal farther than that modicum we need to 


* Jenks, The Trust Problem, 1911 ed., p. 35. 


* Besides the passage from Jenks, already referred to, it is mentioned by 
Marshall and Lyon, Our Economic Organization, p. 202. 
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keep us human, and almost any reduction that can be secured 
will be a much needed relief. 

Among the costs of irregular operation, besides those already 
mentioned, are the undue postponing of repairs, the increased 
turnover of labor, and the increased waste of materials due to the 
pressure of rush work. 


Q. STANDARDIZATION 


Standardization is one of the most pervasive terms in the 
lexicon of business. There are standardized products, standard- 
ized machines, standardized processes, and the satirist of Main 
Street, Mr. Sinclair Lewis, is doing his best to convince us that 
business is producing standardized people. We are speaking here 
of standardized products. The purchaser does not want to 
be limited to standardized products, and the selling force which is 
in touch with the purchaser’s demand is under continual pres- 
sure to gratify some purchaser’s desire for a slight variation from 
standard in size or shape or in some minor feature of design. 
But the machine does not want to turn out a varied product. 
If it is making screws, it wants to run all day on one size of screw, 
because if it makes half a dozen or more different sizes in the 
course of a day, it will spend too much of its time being read- 
justed. The cost of adjusting it is a constant cost so far as con- 
cerns the number of screws it turns out before it has to be adjusted 
again.’ Jenks quotes an estimate that the American Steel 
Hoop Company, by dividing up its eighty-five or ninety sizes 
and varieties so that each plant specialized in one group of 
products, was able to save from a dollar to a dollar and a half 
per ton, simply by avoiding the need of frequent changes of the 
rolls.” 

Furthermore, when sizes and models multiply, storerooms 
become crowded. More goods have to be kept in stock to be 
equally sure of filling an order. Furthermore, special models 
are likely to remain in stock long after there has ceased to be a 


* See Redfield, The New Industrial Day, pp. 84-85, cited in Annals of the Ameri- 
can Academy of Political and Social Science, September, 1919, pp. 127-28. 


2 The Trust Problem, 1911 ed., p. 37. 
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demand for them and the salesman who asked for them has for- 
gotten that they exist. For all these reasons, the production 
departments have decided that economy demanded a reduction 
in the number of sizes and models, often with startling results in 
the way of ridding the stockrooms of dead lumber. 

The result is a form of contest between the purchaser’s 
preference.and the producer’s search for economical production. 
If cost accounting methods were perfect, this contest would 
settle itself automatically, since the purchaser of a peculiar size 
or model would pay the full extra cost for which he was respon- 
sible, including the cost of interrupting other work. Apparently, 
concerns have not had the hardihood to fix prices on such work 
in proportion to its true differential cost. The outcome appears 
to be a tendency to divide producers into two kinds, those 
who make standard sizes and those who do a custom-order 
business. 

Standardization is related to size of plant and to horizontal 
combination in quite a definite fashion. Mechanical production 
in its simplest forms involves a high degree of standardization 
as compared to the handicraft methods that went before, and 
great increase in the size of the productive plant. The farther 
standardization proceeds, the more elaborate machinery it 
pays to introduce, and the heavier becomes the proportion of 
indirect costs. This tends to intensify competition, converting 
it into cutthroat warfare and thus strengthening the urge toward 
combination." When a combination is formed they frequently 
find that they can gain economies by specializing their plants. The 
combination has an advantage over a number of independent 
plants, because it can offer a more complete “‘line” of goods and 
so mitigate or avoid the chief weakness of standardization; 
namely, its failure to gratify the consumers’ demand for a wide 
variety of goods. Thus if independent plants were to standard- 
ize, they would often be driven to combine in self-defense in 
order that their salesmen might “carry a full line.” 


*See Homer Hoyt, “Standardization and Its Relation to Industrial Concen- 
tration,” Annals of the American Academy of Political and Social Science, March, 
1919, Pp. 271. 
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It is worth noting, however, that there are other traditional 
savings of combination which hinge on not carrying specializa- 
tion of plants to its ultimate limits. If one type of goods is 
made by only one plant there are heavy freight bills to pay, which 
could be reduced if every order could be filled by the plant near- 
est the customer, thus “saving cross-freights.”” Furthermore, 
fluctuations of output cannot be confined to one plant unless that 
plant produces all types of goods. The dovetailing of different 
kinds of production in order to avoid the evils of seasonal opera- 
tion is another economy which can only be had by increasing, not 
reducing, the variety of goods turned out by one plant. Varied 
farming makes it possible to distribute the work of the farm 
more regularly through the seasons, and this represents a serious 
drawback to unduly standardized agriculture. Thus the prin- 
ciple of standardization, like all the principles we are studying, 
encounters opposing forces which set limits upon it. 


IO. JOINT COST 


«ts 


As has already been pointed out, true “joint cost” occurs 
where efficiency varies according to the proportion of different 
products turned out from one central process and where it is 
cheaper to turn them out together than separately. There are 
two main types or stages of joint cost, in one of which the pro- 
portions are adjustable, as for example, adopting different kinds 
of crop rotations, or different breeds of sheep some of which are 
better for wool and some are better for mutton. In the other 
type, the proportions cannot be adjusted except by leaving some 
useful material to go to waste, as for example, the proportion of 
hides to beef after the steer has been slaughtered. Petroleum 
products would seem to belong naturally in the second class, but 
under pressure of an insistent demand for more gasoline, the 
proportions have been altered, in part by merely shifting the 
limit of tolerance separating gasoline from the heavier and less 
volatile products, but partly also by new processes of “cracking” 
the heavier fuel-oil constituents of crude petroleum and so defi- 
nitely altering the molecular structure and increasing the available 
amount of light and volatile fuel. Here, as in the case of wool 
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and mutton, and of crop rotation, the different products are in 
part complementary to each other and in part rivals. So far as 
the supply of gasoline is increased by refining more crude petro- 
leum, the more gasoline is made the more of the heavy oils will 
also be forthcoming. But so far as gasoline is increased by the 
“cracking”? process, the more gasoline is extracted the less of 
the heavy oils remains. 

Now, so far as different products are rivals they lack one 
characteristic feature of joint products in the strict sense, because 
the increased productior of one does not help to increase the 
production of the others, but rather sacrifices some of the others. 
But if, after the proportion of one product has been increased 
as much as possible, there still remains an irreducible minimum of 
the other available for working up, that minimum would have 
every characteristic of a joint product, for all its cost would be 
chargeable to the business as a whole. There would be no 
special or differential cost except the cost of working up this 
material and putting it on the market. If a breed of sheep is 
chosen with reference to mutton alone, and raised on the same 
principle, there still cannot help being some wool worth shearing, 
and this value is a clear joint product, and its cost is wholly a 
joint cost. 

To take a simplified illustration, if oats and alfalfa can be 
raised in rotation cheaper than separately, then the differential 
cost of oats, plus the differential cost of alfalfa, is less than the 
whole cost of the rotation, and there is a margin of joint cost 
which will be divided between the two crops in whatever pro- 
portions they can bear. If the rotation were actually to yield 
more oats per dollar expended than when oats were grown alone, 
the alfalfa could be given away without loss. 

On the other hand, when we have two possible rotations of 
oats and alfalfa in different proportions or varied rotations of 
different cereal, leguminous, and root crops, or when we are com- 
paring the old method of refining petroleum with the process 
of “cracking” the heavy oils, the case takes on a new aspect. 
By the cracking process, for example, if it is practicable at all, 
the yield per $100 expended will be more gasoline and less heavy 
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oil.! On this basis a sort of rate of exchange could be drawn up 
between gasoline and heavy oil. Then if the market price of 
gasoline, compared to the heavy oil, is higher than this produc- 
tion exchange ratio, it will pay to use the cracking process; if 
lower, it will not pay. In such cases, there does not appear to 
be any important element of expense that is “joint.” 

So far we have been speaking of those stages of the process 
where there is still a choice of methods. In the second stage of 
the process, after the crop has been planted or the oils cracked, 
there is no more elasticity. The price may go down until it 
reaches the direct cost of working up a given material rather than 
letting it go to waste. Anything above this makes it more profit- 
able to work it up than to throw it away, and contributes some- 
thing toward the common costs of the whole chain of processes. 
Here we have a case where a large part of the cost is not traceable, 
and must be apportioned on the basis of what the traffic will 
bear. 

As we have already seen, east-bound and west-bound traffic 
on railroads furnish another case of joint cost. They are essen- 
tially complementary and you cannot haul an added car east 
without being forced to haul it west again, empty if it cannot 
find some cargo. Every haul of an empty car represents a pos- 
sible joint product undeveloped. The special cost of west- 
bound tonnage is merely the excess cost of hauling cars full over 
hauling them empty, and the rest is joint. It is clear that a 
railroad may be in a good or bad position not merely in having 
an efficient plant or in having adequate or inadequate traffic 
for it, but also in having a balanced or unbalanced haul, and no 
matter what is the efficiency of the plant or the volume of traffic, 
the road will gain in efficiency if its east-bound and west-bound 
tonnage balance, and lose if they do not.? 


* The cracking process turns some kerosene into gasoline and some of the 
heavier oils into kerosene, so that the chief effect is as if heavy oil were turned to 
gasoline. 

2 An exception might occur where east-bound tonnage requires a special type 
of car wholly unadapted to carrying the kinds of goods that move westbound, or 
where the cost, e.g., of cleaning the car and protecting the cargo is prohibitive. 
Ore cars must be carefully cleaned before they are allowed to carry coal, or else 
they will discolor the coal and reduce its selling value. 
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The hours of day and night may give rise to a case of true 
joint cost because freight can move at the dead hours of night 
when passenger traffic drops to little or nothing. However, 
freight can also move in the daytime, and most roads have so 
much freight that a great deal of it has to move by day, so that 
the question becomes one of providing enough tonnage for the 
combined volume of freight and passengers. A more genuine 
issue is the seasonal cycle of traffic. A given yearly traffic 
could be handled with less plant and equipment if the road could 
dictate just how it should be divided among the different seasons. 
Additional off-season business costs far less than additional 
business in general. 

A clearer case is found in the public service industries. 
Residential lighting comes chiefly at certain hours of the day 
with its heaviest ‘‘peak” in the evening in winter. If current is 
to be used fairly regularly throughout the day it must be for 
power or other purposes than lighting. Thus the efficiency of 
an electrical power plant depends, among other things, on the 
proper proportion between two essentially different products, 
namely, residence lighting and power, or between current taken 
at ten in the morning and at five in the afternoon. Small 
plants or large gain equally by securing steady utilization. 
Here the investment is governed in the long run by the size of 
the “peak load’: the heaviest half-hour or so of demand which 
it has to stand ready to meet. 

Are freight and passengers joint products of a railroad? 
The question can be answered by way of an illustration. If 
we have a number of parallel railroads serving a common traffic, 
such as the through traffic between New York and Chicago, 
would it be more efficient for each railroad to carry a given share 
of passengers and a given share of freight, or for one or two 
railroads to specialize in the passenger business and leave the 
freight for the rest to handle? Does the taking on of an extra 
hundred thousand tons of freight contribute toward facilitating 
the taking on of extra passengers in the same way that killing 
an added hundred steers for the sake of the meat contributes 
toward the production of more hides and other by-products? 
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Clearly it does not, but rather the contrary. The carrying 
of freight and passengers together on the same line is, of itself, 
an element of inefficiency, because of the different speeds at which 
the different types of trains need to run and the separate terminals 
they require. This handicap can be minimized on a four-track 
road, but never disappears entirely. It would be more efficient, 
if it were practicable, to devote one line to passengers and other 
lines to freight. This was done to some extent during the federal 
administration of the railroads. The reason why it cannot 
become a general policy is simply that local communities must 
receive both kinds of service and have not traffic enough to make 
two railroads necessary or efficient. Specialization would be a 
gain, but it could be gotten only at the sacrifice of the advan- 
tages of size, which are much more important. 

Is there any connection between joint cost and the economies 
of large-scale production? There is a very definite connection, 
which may be stated in this way. Materials for main products 
and by-products will be present, some in large amounts and 
some in small. If the business gradually grows in size, these 
different products will reach the scale necessary to standard 
efficiency at different times. Typically, some of the minor 
by-products will still be present in such small quantities that 
they cannot be economically worked up, while the main products 
are already being turned out on a large enough scale to make 
possible most of the economies that come from size. After the 
main products have achieved all the economies of size, minor 
products would still be working materially short of the point of 
maximum efficiency, and the whole plant would still tend to 
expand. Thus the economies of large production tend to push 
the size of a joint establishment much farther than they would 
if every process stood on its own feet: much farther than is 
needed for the sake of efficiency in the main products alone. 
To make the weak links stronger, the whole chain is magnified 
tenfold. 

Where the main product itself is turned out in small quantity, 
the minor materials would frequently have to be worked up on 
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such a miniature scale and at such inordinate expense that it 
would not pay to utilize them at all. For this reason it is com- 
monly said that savings from utilizing by-products constitute 
one reason why large-scale production is cheaper than small. 
This is true, granted that there is some other and independent 
reason why large-scale production of by-products is more eco- 
nomical than small, and then it simply means that the economies 
in the by-products reinforce those in the main processes. In 
some cases even a small business unit can get the important 
savings that come with joint production. Rotation of crops is 
a case of joint production, but it does not necessarily mean the 
growth of extremely large farming units. If that comes, it will 
come for a different reason. Nor is it a cause of cutthroat 
competition among farmers or of personal discriminations in 
their selling prices. 

If the demand for one crop in a rotation increases it will be 
possible to sell the crop at a higher price. If the result is to 
increase the acreage devoted to this entire rotation, it may in- 
crease the supply of the complementary crops and lower their 
price, so that an increase in the demand for one crop may lead 
to a lower price for the others. The prices of the different crops 
are dependent on the demand rather than on their separate costs 
of production, within certain limits, beyond which farmers 
would be led to alter their systems of rotation. This may in 
some cases create a fairly wide margin within which prices would 
not be governed by a separate cost of production for each differ- 
ent product. But this is not discrimination nor cutthroat 
competition, and requires no special measures of control. If 
there is cutthroat competition in farming, it is due to other 
causes. Even in manufacturing, joint production can in some 
cases be carried on by enterprises of moderate size in reasonable 
competition with each other, selling different kinds of products at 
different prices, but not discriminating arbitrarily between differ- 
ent customers, nor engaging in general cutthroat competition. 

In conclusion, it has not been possible to make an exhaustive 
study of the various laws of return. The next paper will take 
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up at some length the economies due to increased size of plant, 
,and some of the laws will be more fully illustrated later in con- 
nection with railroads. However, enough has been said to show 
that these laws are distinct, and also that they work together, 
reinforcing each other, all of them contributing to the tendency 
our business world is showing to expand into larger and larger 
interests, more and more intimately bound up with each other. 


J. Maurice CLARK 
UNIVERSITY OF CHICAGO 

















THE ATTACK UPON THE THEORY OF THE LIQUIDITY 
OF BANK EARNING ASSETS 





I. INTRODUCTION 


In January, 1916, the president of the British Board of Trade, 
Mr. Runciman, speaking in Parliament, on the financing of Eng- 
lish industries, challenged the English theory of loaning by bring- 
ing into question the adequacy of the English banking system. 
For several years there had been occasional criticisms of the 
English system, but this statement of so influential a man as Mr. 
Runciman brought out a full discussion of the theories underlying 
the noted banking systems, particularly the continental banking 
systems. ‘This discussion centered about these issues: What is a 
bank and what are its functions? By what means can the finan- 
cial and credit needs of trade and industry best be met? What 
should a bank do to aid industry and trade? How do banking 
systems elsewhere solve the problem of loaning, so as to be of 
sufficient aid to industry and trade and yet keep the banks in 
liquid condition? The banking system of England was on trial. 
Some of the greatest financiers, economists, and statesmen of 
England took part in the discussion, and the important financial 
and economic journals—the Journal of the Institute of Bankers, 
the Bankers Magazine, the Economic Journal, and many others— 
all gave an air of consequence to the controversy by printing some 
of the best speeches and essays. 

The English banking system had developed at a time when 
England was great as a commercial nation rather than as an 
industrial country. For decades and centuries the funds of the 
British had been used to finance trade which covered the globe. 
Funds from other countries were attracted to England to be used 
and controlled by the English. During the War, as financial 
needs began to be felt, it was believed by many that the banks 
of England should enlarge their scope of operation, and use their 
funds for purposes for which banks had not been accustomed 
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to furnish funds. In England, financial institutions were special- 
ized to a high degree, and it was felt by some that the banks 
should develop a wider range of financial functions, so as to be of 
more immediate benefit to manufacturing, and to foreign-trade 
ventures of Englishmen. The close alliance of banks with busi- 
ness in Germany was looked to, and part of the strength of Bri- 
tain’s enemy was attributed tc Germany’s system of banking. 

This controversy is a controversy over the uses to which a 
bank should put its funds. It is generally recognized that the 
methods of promoting and financing industries in England are 
wasteful, and that the banks are better prepared to finance for- 
eign trade than to finance domestic manufacturing and trade. It 
is also recognized that better facilities should be provided to 
furnish funds for industries that are believed to be more hazardous 
than financing foreign trade. The financing of industry, it is 
said, may tie up funds for a longer time than banks should tie 
them up. It is thus largely a question of developing banking 
institutions that would be broader in scope, and that would make 
proportionally greater advances for long-time business operations 
as well as to put funds into short-time commercial bills. As will 
be seen, however, the English banks have gone quite a way in get- 
ting away from the purely commercial type of financing. 

In the United States, banking practices have long conflicted 
with banking theory. The more widely accepted theory here 
would restrict banking to short-time loaning, so that the loans 
would mature and thus the credits would be liquidated. Com- 
mercial banks, it is stated, are concerned merely with the short- 
time operations of getting goods from producer to consumer. 
Our banks have not followed that theory, but have made long- 
time investments and loans, and have taken an active part in 
promoting community and other ventures that require fixed 
capital. 

While many of the banking practices are condemned by theor- 
ists, there have been some who upheld the practice, and pro- 
nounced it good banking. The Federal Reserve System was 
intended to conform to the commercial banking theory, after the 
pattern of the accepted theory. However, power to deal in 














THE LIQUIDITY OF BANK EARNING ASSETS 245 


United States securities and to loan on such securities gave oppor- 
tunity for a new instructive experiment in finance. 


II. THE ORTHODOX THEORY IN ENGLAND 


There have been two theories of the liquidity of bank earning 
assets, as applied to an individual bank. First, there is what may 
be calied the ‘‘orthodox”’ theory, which states that banks should 
loan only for short periods of time for commercial purposes, so 
that the maturing of the paper would complete the commercial 
transaction and liquidate the loans. The second theory may 
be called the “shiftability” theory. This second theory holds 
that experience shows that paper often cannot be liqui- 
dated at maturity; that when the paper can be liquidated 
at maturity, it may not be desirable to liquidate it; that 
when demand is made on the liabilities of an individual bank, 
the only reliance for liquidity in an emergency lies in the power 
to shift assets to other banks and get funds from the banks that 
still have available funds; and that when credit has been largely 
expanded and assets have been shifted until the reserves are prac- 
tically exhausted in all the banks, liquidity in the banking system 
can be attained only by a slowing up of business or a lowering of 
the price level. This slowing up of business or lowering of the 
price level will permit a decrease in bank loans, after a time, and 
will thus relieve the exhausted reserves. 

The orthodox theory is of English origin, and banking theory 
in England still reflects the ideas of Adam Smith. The notion 
that banks should loan only temporarily goes back to, and prior 
to, Smith’s dictum that a bank should loan a merchant only that 
sum which the merchant would otherwise be compelled to keep 
idle by him at other times, if he furnished all his own capital. It 
is significant that Smith assumed a merchant in his illustration. 
Two other things in his illustration seem significant, because con- 
ditions have so changed since his day that what he described as 
a common practice is now an uncommon practice. First, Smith 
thought of the banker as advancing capital to the merchant, 
which would be repaid with interest. The coffers of the bank 
were like a pool, out of which money went and into which money 
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came back again. Second, Smith assumed that the merchant 
would leave his own funds idle when the peak of the capital needs 
had passed. This notion does not account for the phenomena of 
credit extension and deposits.’ 

Probably no one has stated the English theory better than the 
London and Manchester banker, George H. Pownall, in a series 
of lectures on English banking. Speaking, in February, 1914, of 
the banker, he said: 


He cannot, as a banker, lend money to go into building, plant, works, or 
into any permanent form. If he does that he has made a fixed investment, 
he has become a partner. That is not his business. He borrows from the 
public on condition that if he is asked for the money he will repay it on 
demand, or at the end of the fixed agreed notice. Consequently he must 
keep cash in hand, bills which fall due in a reasonable time, and securities 
which are readily salable A banker ought not to become a partner 

The British banking system differs from all others, and it has to 
obey the laws of its own being, and it cannot conform to the conditions of 
the half-bank, half-investment or pioneering conditions of foreign concerns. 
In England there is not the need to look to the banks for permanent capital. 
There is more or less prevalent misconception on this subject. Some persons 
believe it is the business of a banker to find the capital to enable thrifty 
young men to start in life, or to finance some promising venture which is 
said to contain potential wealth. ; 

The banker’s work is to supply money for seasonal purposes. ‘The per- 
manent means of production such as works, manufactures, canals, railways, 
for example, must be provided in some other way if possible, without recourse 
to the ruinous tender mercies of the company promoter. 

Temporary advances for a trading or manufacturing purpose, or for any 
legitimate purpose, so that the advance is temporary, and the fact of advancing 
the money helps to make or sell the article out of which payment is to come, 
is our business. If he locks any proportion of his means in a perma- 
nent form, then his lending power as banker is pro ratio diminished 

I borrow from the public a given sum of money, which I promise to pay 
on demand. I then proceed to lend it, for more or less extended periods, 
to build mills, for example. How am I to repay on demand? . 

It is a moot question in my own mind whether a great bill case is not 
better than investments, and I incline to plump for the bills. Bills mature. 
True, at times they give a very small interest return, but they do not depre- 


* Wealth of Nations, Harvard Classics Edition, pp. 252-69, especially, pp. 


254-55. 
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If a banker confines himself to his legitimate business of helping the 
seasonal operations of trade (using this term in a very wide and elastic way), 
this opens a wide and varied field of public usefulness to him, and he in no 
way hinders the development of any permanent work of public worth. Com- 
panies, like individuals, need money for temporary purposes. A banker 
trusts an individual because he knows all about him and his business. But 
the real business of a banker is to lend on security for a temporary trading 
or any legitimate purpose.' 


Lord Faringdon’s committee of Parliament, reporting on the 
question raised by Mr. Runciman regarding the adequacy of Eng- 
lish banking, defined banking facilities in the English sense as 
being “properly limited to those which can be provided without 
a ‘lock-up’ such as would impair the liquidity of funds and 
deposits at call and short notice. For this reason the usual 
practice of bankers here is to confine their advances as a rule to 
a currency not exceeding a few months.’ 

Runciman in 1916 strongly maintained that English banks 
were lacking in enterprise and were not sufficiently venturesome 
in their use of funds. Ten years earlier Lawson had called atten- 
tion to the similarity of London banks, and how they were bound 
by the traditional theories of banking. S. E. Perry, in 1909, 
called attention to the great differences between the banking 
practices of England, Germany, and the United States.‘ 

During the heated controversy over the proper use of funds, 
H. S. Foxwell, professor of economics in the University of London, 
made telling criticisms of the English banking theory. He took 
as his premise that “‘the proper and primary function of a banking 
system is to finance industry and trade.” He believed that the 
English system sacrifices everything to “liquidity,” but that in 
a crisis it is always shown that “liquidity” breaks down, just be- 
cause the banks do have such a large amount of funds from other 
quarters, that may be called upon demand, and because English 
banks finance the foreign trade of other countries rather than the 
trade to “finance foreigners on terms that rob us of our natural 

* George H. Pownall, English Banking, pp. 24-27. 

? Jour. Inst. of Bankers, 1916, p. 368. (Italics are mine.) 

3 Bankers Magazine, LXXXTII, 25. 

4 Jour. Inst. of Bankers, 1909, Pp. 553- 
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share in their trade. Our own money is thus used against us 
because our own banks are too timid to take primary risks. .... 
Thus our own industries go abegging, or are driven to the tender 
mercies of the company promoter, while we lend large sums 
through foreign banks, on terms which deprive our industrials 
and merchants of trade. It is a great sacrifice to make at the 
altar of caution. Judicious Adventure might in the long run 
prove a better investment.’* This argument sounds very much 
like the argument that we have heard against the depositing of 
reserves in our own financial centers, where they were loaned 
out at a small rate while industry and agriculture in the West and 
South were paying high interest rates on loans. 

Foxwell saw small traders suffering and disappearing from 
English economic life, saw English industry and trade in general 
suffering from lack of funds, and thought that the banks were not 
following the proper policy. Foxwell, along with many other 
Englishmen, would have the scope of the banks broadened, so 
that the banks might meet the needs that everybody recognized 
were urgent. Speaking of English industry and trade, he said: 


They require long loans and large loans, and this is not merely to instal 
new undertakings, or to equip older ones with up-to-date plant, but 
even in many cases to enable going concerns to obtain big competitive 
contracts. Our enterprises would equally benefit by the skilled advice 
which a great financial house or a bank of the German type is often able to 
give. Neither kind of assistance can be obtained from our banks. The only 
alternatives are resort to the company promoter or the sale of debentures to 
a finance or trust company. These are mere makeshifts, utterly inadequate. 

After all, the financing of industry and trade should be the main business 
of banking, using that term in its broader sense. It is the banking system 
which collects and concentrates the savings of the community; it should be 
its chief care to see that these are placed at the disposal of its own industry 
and trade, under the best possible conditions of success. This is precisely 
what the German banks have done.? 


Quite clearly the views of Pownall and Foxwell are hopelessly 
in conflict. Pownall believes that short-time loans would auto- 
matically liquidate at maturity, if confined to the “legitimate 
business of helping the seasonal operations of trade,” so that the 


* Economic Journal (London), XXVII, 505-11. 2 [bid., pp. 510-11. 
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bank would maintain a high degree of “liquidity of funds and 
deposits at call and short notice.” Foxwell, on the other hand, 
thinks that the English sacrifice the services of banks to the tradi- 
tional notion of liquidity, and that this theory of liquidity breaks 
down in a crisis, just because the banks do secure the greater part 
of their funds from depositors who may make their calls at a 
moment’s notice. 


Ill, THE ORTHODOX THEORY IN AMERICA 


It should not be forgotten that the English banking system is 
very different from that of Germany, France, or the United 
States. In England the banks are very much alike, have special- 
ized largely on commercial banking, and have not developed 
in so many lines of activity as in some other countries. Many of 
the functions that are performed by banks in the United States, 
France, or Germany are performed in England by other in- 
stitutions. In stating banking theory, however, most of our 
recognized writers have had the English system in mind, and 
have stated a theory that would apply better to the English 
banks than to the American. Very few American writers have 
given serious thought to our banks as institutions that were devel- 
oping to meet peculiar economic and geographic needs. A great 
many of our students of banking and economics have seen that 
our banks were not performing merely the operations and func- 
tions laid down in the theory, but this non-conformity to theory 
was frequently looked upon as being a thing to be condemned. 
Very few indeed have attempted to explain why the banks have 
developed as they have. 

Few American writers have taken so active a part in the 
banking and currency discussions of the past twenty-five years 
as J. Laurence Laughlin. Writing of a commercial bank, Laugh- 
lin said that it had two functions. First, the lesser function 
consists of collecting the savings of the community and trans- 
forming them into fixed capital. Second, the fundamental func- 
tion is to bridge the gaps of time and credit in the local, national, 
and international exchanging of goods in the many links of the 
production process. At every link of the process, whether it be 
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farming, manufacturing, brokerage, wholesaling, retailing—any 
buying or selling transaction—banks extend the necessary credit. 
The extension should be for a short time, and the transaction 
should be such that the funds would not be used to finance long- 
time operations. In case a firm should wish capital for a long 
time it should be furnished by those who can easily wait a long 
time to get the return of the capital. ‘The test of a commercial 
bank,” he said, “is that it creates demand-liabilities; consequently, 
it should hold only assets (chiefly the results of loans at short 
time based on actual transactions in goods) that are liquid and 
can be quickly converted into cash. The creation of demand- 
liabilities (chiefly in the form of demand-deposits) requires as 
a condition of sound banking a special kind of assets readily adap- 
ted to meet an instant demand for cash from customers.’” 

Frederick A. Cleveland, in 1902, thought of a bank as having 
a two-sided function; first and fundamental, credit trading; 
second, investment. He recognized that a bank might make 
investments, but underwriting and dealing in stocks and bonds 
are not banking, he thought. The bank, he said, has for its 
purpose the making of profit, but this should not divert the atten- 
tion of the bank from the necessity of maintaining its own stock 
unimpaired. The stock of the bank could be maintained only 
by maintaining “short-time obligations of its customers.” This 
would permit a constant flow of payments of loans and discounts, 
thus protecting its money reserve. While underwriting and 
dealing in securities ‘“‘may be incidents or accessories to the busi- 
ness” of banking, these functions may be performed by those 
having no powers to engage in the business of banking.’ 

Wlliam A. Scott, in 1913, said that if a bank exchanged its 
credit or checking account for commercial securities (short-time 
commercial loans), the ordinary processes of business would bring 
to the bank, day by day, the means with which to meet its demand 
obligations.’ E. M. Patterson wrote that if a bank puts its funds 

«J. Laurence Laughlin, Banking Progress, p. 158; Banking Reform, pp. 76, 
143. (Italics are mine.) 

*F. A. Cleveland, Funds and Their Uses, pp. 253-54; Annals, XXXI, 435. 

3H. G. Moulton, Money and Banking, I, 458-60. 
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into enterprises from which the funds could not be quickly with- 
drawn by liquidation at maturity, the liquidity of the bank would 
be impaired." A. S. Dewing said that an “institutional banker” 
should give only temporary aid to businesses “‘already in existence 
and prospering.” This kind of a banker, Dewing believed, is 
concerned with the temporary condition of the money market, but 
not with the long-time economic movements, “rates on stocks, 
bonds, mortgages, and the other long-time obligations.” Prob- 
ably no Americans have stated this notion better than Welton and 
Crennan in a recent publication. “Commercial banking,” they 
said, “has only to do with getting goods from producer to con- 
sumer.” When goods are sold to the consumer, the sale ‘‘ produces 
funds to wscharge whatever obligation has been created.” Goods 
against which credit is extended must be always in process of 
sale.3 

Commercial paper could be used to give elasticity to the cur- 
rency, said David Kinley, in 1911, in discussing the project for 
acentral bank. The whole conception of a central bank, he said, 
was founded on the notion that paper discounted at this bank 
should be liquid. Commercial paper would fill this requirement; 
so the banks should loan for short time on commercial paper, and 
the banks should not engage in long-time financing. It would 
not matter whether the proceeds of the discounts at the central 
bank should be taken in notes or deposit credits on the books of 
the central bank; in either case, the notes or credits would be 
taken out of circulation as soon as the paper matured and was 
paid up at maturity. ‘‘ What the country needs,” he said, “‘is 
banking that will regulate the currency, and not provide new 
facilities for speculative bankers and stock gamblers. Any plan 
we adopt must shut them out from all chance of twisting it to 
their purposes.” Kinley thus holds to the same idea of the liquid- 
ity of commercial paper, and would rely on it to give elasticity 
to the currency.‘ 

t Annals, LXXVIII, 119. 

2A.S. Dewing, Financial Policy of Corporations, Il, 21-22. 

3 Annals, XCIX, p. ix. 

4 Jour. Pol. Econ., XX, 23-24. 
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Bond purchases by banks take funds from commercial uses, 
say some of our writers. Horace White, in 1893, said that it was 
an erroneous policy to compel a bank to buy bonds to secure 
note circulation, because this “absorbs the bank’s capital before 
its doors are opened for business.”* Jacob H. Hollander, noting 
in 1912 the amount of security holdings of national banks, con- 
cluded that banks should not buy and hold securities because 
such buying takes place just at the time businesses need working 
capital. This results in “consequent restraint upon lending 
power and greater costliness of commercial discount.’’ Hollander 
would condemn the practice: if the motive were profit, the prac- 
tice is indefensible; if the purpose were to finance, the object is 
laudable, but the means improper. He thought it quite im- 
proper for commercial banks to finance companies for permanent 
capital during the period of increasing prosperity following depres- 
sion, thus taking funds from commerce, for this would result in 
“strain and cost to the credit-using community.” This was the 
very time, he said, when banks should refrain from such prac- 
tices.” 

Bond purchases by banks result in inflation, say some writers, 
and such practices should be discontinued. Liquidation of the 
bonds would depend upon a forced sale, or sale at a loss, and such 
liquidation would result in an inevitable commercial crisis, if 
attempted on a large scale. If banks loan for investment pur- 
poses, said Laughlin, currency is issued against obligations which 
will not be paid for years. The currency thus remains in circula- 
tion, instead of returning for redemption. If the banks, on the 
other hand, invest in commercial loans, “‘they simply act as inter- 
mediaries in an exchange of goods against goods,” and the cur- 
rency issued will be canceled when the exchange process giving 
rise to the loan is completed. This normally happens, he said, 
sometimes in a few hours, usually in a few days or weeks, and at 
most a few months.‘ Investments, according to this view, must 
result in inflation, unless made by individuals instead of banks. 

t Annals, III, 549. 4 Laughlin, Banking Reform, p. 264. 

2 Amer. Econ. Rev., III, 813-14; Jour. Pol. Econ., XXII, 451. 

3 See Scott’s statement in Moulton, Money and Banking, II, 459. 
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Banks should not be affiliated with “Big Business,” said 
David Kinley, in 1911. The commercial function had been lost 
sight of, he thought, because the great transportation and indus- 
trial groups of “Big Business” men had got control of the banks. 
It was the duty of the banks, he said, to conserve “‘the public 
monetary interests,” but with the domination of the banks by 
the financiers, industrialists, and transportation men, there had 
grown up a great distrust of banking. As long as this control 
lasted the ‘“‘monetary interests” could not be safely controlled. 
It was the purpose of those in control to get power over the money 
of the country. To prevent this, the commercial function of the 
banks should be separated from the “financial and industrial 
promotion,” so as to prevent the use of “the machinery of com- 
merce for speculative profit.” If banks were not allowed to deal 
in securities, he thought, the monetary system would be much 
improved." 

There are some who would not have banks loan either directly 
or indirectly to farmers on long time, as such loaning would be 
investment banking. The War Finance Corporation Act per- 
mitted banks with “frozen credits” to apply to the Finance 
Corporation and receive aid. While it is recognized that such 
transactions as these would help the banks with frozen credits 
and thus help the farmers “and the country in general,” yet an 
amendment to the Federal Reserve Act which would permit a 
Federal Reserve bank to do what a Finance Corporation can do 
“would be a blow to the integrity of the Federal Reserve System 
as a commercial banking mechanism.” A commercial bank, 
according to this view, should not lend to farmers on long time, 
and should not come to the aid of a bank with “frozen credits.” 

It seems then that the following would be a truthful and con- 
cise statement of the orthodox American theory. (1) Banks 
have demand liabilities, created for the most part in the credit 
transaction of loaning; (2) these liabilities must be met as the 
depositors and note-holders make their demands; (3) since only 
a small amount of cash is kept in proportion to the demand liabili- 
ties, the loans must be short time and based on commercial trans- 


* Jour. Pol. Econ., XX, 18. 2 Annals, XCIX, p. xxii. 
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actions, so that as the loans shortly mature the bank will be in 
funds to meet the demands of the creditors; (4) the bank will loan 
only for short-time commercial transactions that quickly help in 
the movement of goods to the consumer, and will not loan for 
fixed capital purposes, for this would not give the desired and 
necessary liquidity to the assets of the bank. 


IV. VIOLATIONS OF THE ORTHODOX THEORY 


It has been noted for many years that banking theory as 
taught is not consistent with banking practice. A. B. Hepburn, 
as early as 1893, pointed out the fact that banks do not restrict 
themselves to short-time loans. ‘The purely commercial func- 
tion,” he said, “‘as formulated in text books and laid down by the 
courts, as the business of a bank, fail fully to describe the banking 
of today. Banks of discount and deposit have become large 
owners of securities.”* What was true of banks in 1893, regard- 
ing the use of funds for long-time advances, was even more true 
in 1913. Hepburn pointed out that in 1892 the national banks 
owned securities other than United States bonds to the amount of 
$153,700,c00o—an amount larger than their holdings of United 
States bonds. Clearly our banking system did not conform to 
the theory accepted in the United States and England and “for- 
mulated in the text books and laid down by the courts” in the 
United States. 

The Pujo Committee investigated the activities of banks in 
the large centersin 1912. It recommended that banks should not 
be allowed to underwrite or promote, but curiously enough, the 
Committee recommended that the national banks’ powers of 
security purchase should be recognized, so that they could buy up 
to 25 per cent of the capital and surplus of the bank, if the bonds 
conformed to certain tests. The banks of the United States 
(state, national, etc.) at that time were holding bonds, stocks, 
etc., to an amount greater than the capital, surplus, and undi- 
vided profits, by over a billion dollars. But the Pujo Committee 
would recognize the principle that banks might purchase long-time se- 
curities, if they chose to do so. Their reason for so recommending 


* Annals, III, 577. 
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was probably stated in these words: “Banks and trust companies 
organized under State laws in some States have been accorded 
the privilege of owning and holding bonds and stocks and that 
they have other powers which are denied to national banks. We 
are reminded that if the activities of the national banks are 
to be too severely circumscribed they may be converted into 
State institutions to the detriment of the national banking 
system.’”* 

Some writers came to justify the larger activities of banks. 
One of the members of the Pujo Committee, Henry McMorran, 
business man from Michigan, made a separate and dissenting 
report on some of the questions reported on by the Committee, 
and defended the developments of the banks. He said he could 
see no reason why the banks should be limited in security pur- 
chases to 25 per cent of their capital and surplus. In reporting 
on the scope of banking activities, he said: 

The character of thoroughly legitimate and useful banking differs among 
banks in different localities; it differs from one institution to another, and 
from time to time in the same institution. Some banks all of the time, and 
many banks some of the time, find their most useful and profitable service in 
lending for longer periods of time by means of bonds, and there is no reason 
why this form of banking should be interfered with. Communities in many 
cases are more effectively served by investments in bonds than by invest- 
ments in commercial paper. On this point the Committee entirely overlooks 
the fact that it may be of greater ultimate advantage to a merchant to have 
the transportation facilities of his city increased than to have a little readier 
market for his own notes. It might perhaps be of advantage to limit the 
amount of bonds of a particular corporation which may be held by a bank to 
a certain proportion of the capital and surplus, but legislation is scarcely 
necessary for this purpose. 


McMorran defended the securities company arrangement as 
being “‘a legitimate and safe method of extending the functions of 
the national banks without any risk to creditors.” He would 
allow the national banks to secure some of the profits that were 
going to the state banks and trust companies. 


* Pujo Report, 62 Cong., Sess. 3, House Report 1593, pp. 152-53; Comptroller 
1913, pp. 43-44. This is a rather curious justification of banking practices, but 
nevertheless it recognizes a new principle in banking. 


2 Pujo Report, op. cit., p. 256. 
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A large proportion of bank funds are used for permanent 
capital. C. W. Barron, in 1914, in a series of articles, analyzed 
a recent report of the comptroller, and came to the conclusion 
that nearly two-thirds of the funds loaned by commercial banks 
are used to finance constructive industry, and only one-third to 
carry on commercial transactions.‘ O. N. Sams, president of the 
Merchants National Bank, Hillsboro, Ohio, in 1915, pointed out 
how banks have been community builders, furnishing capital 
for permanent improvements.’ At the same time H. M. Geiger 
came to the defense of the commercial banks making long-time 
loans. He said that our investment banks, savings banks, insur- 
ance companies, private investors, and other financial institutions 
did not furnish sufficient funds, and that we were required to 
resort to foreign borrowing in order to finance improvements. 
The commercial banks had helped in such financing even if they 
had been compelled to “make merciless inroads on what we 
should have been taught to respect as our ‘commercial’ fund.” 
In his opinion, this resulted in changing our western wildernesses 
quickly to a civilization that compares favorably with the older 
civilizations of the world.’ 

A. S. Dewing, in 1913, pointed out that it was common prac- 
tice for business concerns to borrow from banks until a large 
amount of bills payable had been built up, when the firm would 
capitalize at a larger figure, or, in other words, would refund the 
bills payable into preferred stock. He said that 68 per cent of the 
new listings were of this nature. By this process “the corpora- 
tion becomes less dependent on the money market and less at the 
mercy of financial crises—in other words, less affected by fluctu- 
ations in the demand for bank accommodation and indirectly 
less dependent on the elasticity in the volume of currency.” It 
is evident that the funds furnished by the stockholders, after the 
refunding, served the same purpose that was served by the bills 
payable before.‘ 

* Barron, Federal Reserve Act, pp. 68-69. 

2 American Banker, LXXX, 390. 

3 Moulton, Money and Banking, II, 449-51. 

4 Amer. Econ. Rev. Supplement, II, 84. 





THE LIQUIDITY OF BANK EARNING ASSETS 257 


B. M. Anderson, after a study of bank earning assets for 1909, 
came to the conclusion that a very large proportion of bank credit 
is used for the permanent financing of agriculture and corporate 
industry. He estimated that, exclusive of real estate loans, more 
than one-half of bank credit is used to buy bonds, or to loan on 
stocks and bonds.’ H. G. Moulton quoted a New York banker 
who said that many manufacturing concerns never go entirely 
out of debt to the banks, and that they do not change their bills 
payable into stocks ‘‘when they ought to do so.” They may 
reduce their bills payable considerably, but never “clean up.” 
Others do not even attempt to pay off their bills payable. Such 
management, he said, is not necessarily bad management.’ 

Moulton analyzed bank loans, mainly those of 1916, and came 
to the conclusion that 53.7 per cent of all national bank loans on 
June 30, 1916, were virtually loans of an investment nature, and 
that the bank credit placed by national banks into investments 
and into loans of an investment nature amounted to 64.4 per cent 
of the earning assets of the banks. He assumed that 20 per cent 
of non-collateral loans go for fixed capital purposes, and that loans 
secured by stocks and bonds, real estate, and mortgages and other 
liens on realty go for fixed capital purposes. He thought that 
the credit of state banks went even more largely for fixed capital 
purposes, possibly 65 or 70 per cent of the earning assets. ‘“‘We 
may safely conclude that around 50 per cent of all loans of 
national and state banks and trust companies is devoted to invest- 
ment uses, and that, including direct investments, in the neigh- 
borhood of two-thirds of all the credit extended by commercial 
banks goes for fixed rather than for working capital.’ 


V. THE ATTACK UPON THE ORTHODOX THEORY 


The liquidity of assets is not a problem of the form of assets, 
but rather one of institutional development. 

It has just been pointed out that in the days before the Federal 
Reserve System came to its full development, the banks of the 
country were following practices that could not be approved under 


* Anderson, Value of Money, pp. 511-12. 
4 Jour. Pol. Econ., XXVI, 717-18. 3 Ibid., pp. 656-58 
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the orthodox theory. While these practices were condemned by 
the orthodox theorists, they were not of so much concern to some 
of the writers. 

Anderson pointed out that it might be very unsafe for a coun- 
try bank to load itself up with local securities, for in emergency 
it might not find a ready market for them, while a city bank near 
the stock exchange would find investments in bonds the most 
liquid kind of earning assets. He said that stock-market loans 
also are highly liquid. Bonds find a much larger sale in large 
cities over the counter than at the exchanges. All of this institu- 
tional development gives bonds a high degree of liquidity. 
Anderson also pointed out that not all of a bank’s assets need 
be liquid.’ 

Moulton expressed a similar view of the liquidity that comes 
with institutional development. If one finds a ready market for 
securities, one stands much more ready to buy them when issued. 
Temporarily idle funds are placed in securities because they can 
be easily sold. This allows businesses to employ their idle funds 
much more advantageously. Corporations, because of this 
possibility, can borrow a larger proportion of their capital than 
they could otherwise. This permits large-scale operations. The 
commercial banks aid materially in this by loaning on securities.’ 

Security loans are more reliable as a secondary reserve, Moul- 
ton said, than commercialloans. If an unsecured loan is not paid 
at maturity, there is no practical means of converting it into cash, 
but if a security loan is not paid, the security may be sold in the 
market. The rates on security loans attest their superior safety 
and liquidity. The greater liquidity comes from the ease with 
which securities can be marketed.’ 

Moulton’s conclusion on the liquidity of assets in the normal 
course of business is put in these words: 

Finally it should be emphasized that in ordinary times the problem of 
liquidity is not a problem of maturing loans so much as it is a problem of 


shifting assets to other banks in exchange for cash. If one bank can always 
get help from another in case of trouble, there is no necessity of relying upon 


Anderson, op. cit., pp. 514-17. 
2 Jour. Pol. Econ., XXVI, 654. 3 Ibid., p. 713. 
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maturing loans. In fact, it is now everywhere recognized in banking circles 
that the way to maintain the minimum in the matter of reserves is not by 
relying upon maturities but by maintaining a considerable quantity of assets 
that can be shifted to other banks before maturity as necessity may require. 
Liquidity is tantamount to shiftability.* 


Whether or not there can be the necessary shiftability depends 
on two conditions: first, there must be some institutions that 
are in a stronger financial position than others and which are 
willing to come to the aid of the weaker institutions; second, the 
weaker institutions must have some assets that are of such a 
character that they can be quickly turned into cash or the 
stronger will not wish to compromise their position by giving cash 
for less liquid assets. 

The requirements of liquidity have been met if the weaker 
bank has some assets that can be readily shifted. Not all the 
assets need have a high degree of liquidity. The assets must 
come up to the recognized standards of the community in which 
the bank operates. It is a matter of the proper proportion of 
assets of the various kinds, just as with any business. A bank 
will loan to a business with sound management, if the business 
keeps its assets of proper quality and in proper relation to the 
liabilities. Likewise a bank will loan to another bank if the 
borrowing bank has followed the standard set for the community. 
It has already been pointed out that not all banks are alike the 
country over, but that each region develops its own customary 
standards as to the kinds of loans that banks should make. 
Naturally it would i out of place for a bank in a backwoods 
village to loan heavily sn stock-exchange loans, when there was 
no stock exchange within hundreds of miles. 

When a business borrows, the bank is not at all certain that 
the funds will all be put into merchandise that will be sold in a 
short time, and the note paid from the proceeds of the sale. 
Likewise a bank in borrowing, through rediscounting commercial 
paper, may at the same time be indirectly building up fixed capital 
investments. Commercial banking is thus “inextricably bound 
up with investment and related speculative activities,’ Anna 


*See Moulton, Jour. Pol, Econ., XXVI, 723. (Italics are mine.) 
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Youngman wrote, so that any kind of borrowing may tend to add 
to the fixed assets of the borrowing bank or business, just because 
it takes all the proper kinds of assets to make a business, and 
each kind must be developed in balanced proportion with the 
others. Even the Federal Reserve Board recognized this in 
1919, and stated it in these words: “Experience has demon- 
strated that the prohibition of direct speculative loans does not 
of itself act to prevent the indirect use of funds obtained from 
the system, for speculation.”* Whether an asset is a proper one 
to give the desired liquidity depends on the institutions of the 
particular country, and whether the asset is customarily used 
for the purpose in question. Bills serve this purpose best in 
some places, and collateral loans serve it best in others. Invest- 
ments may perform this function. 

It is recognized in Europe that liquidation of businesses is 
not a wise means of easing the force of a crisis. Businesses are so 
interrelated that when one business gets into bad straits, in order 
to prevent demoralization, it is better for the strong to help the 
weak, thus adding strength to the credit mechanism. Some of 
the strongest banks not only of Europe but of the United States 
also have a large proportion of their earning assets in long-time 
securities. The experience of the world shows that banks may 
safely keep large holdings of long-time securities. 


VI. SUMMARY 


A controversy has arisen over the liquidity of bank earning 
assets and the proper use of bank funds. The orthodox theory 
of bank earning assets is that banks should almost entirely restrict 
their loaning to short-time advances of funds for commercial 
purposes because such loans will automatically liquidate at 
maturity and thus constantly keep the bank in liquid condition 
to meet the demands of depositors. 

The advocates of the “‘shiftability” theory, on the other hand, 
maintain that in a crisis the orthodox theory breaks down, the 
short-time commercial loans prove unliquid, and that the liquidity 
of assets comes, in such times, from the financial organization 


* Amer. Econ. Rev., XI, 483. 
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and the possibility of shifting the assets to other institutions with 
stronger cash reserves. 

The controversy is consequential for it concerns banking 
practices. If the orthodox theory is to be followed, the banks 
will be required to confine their activities to short-time loaning 
for commercial purposes. If the “‘shiftability”’ theory is accep- 
ted, the banks will be allowed to departmentalize and carry on a 
great variety of functions, with the commercial banking depart- 
ment not so clearly segregated as the orthodox theory calls for. 
The development of banking institutions in the United States 
clearly supports the “‘shiftability” theory, while the orthodox 
theory finds its foundations laid mainly in English banking tradi- 
tions and in texts on banking theory. American writers generally 
have followed the traditional English theory of bank assets and 
banking practices, while the banks here actually have been 
developing along independent lines. 

The orthodox theory would prohibit banks from dealing in 
securities and from loaning on the basis of securities, and would 
discountenance the extension of credit for any permanent enter- 
prise, such as farm improvements. Some of the advocates of 
this theory, while noting that our banks in practice have generally 
not followed the theory, have been alarmed at the evolutionary 
tendencies. A few writers, however, have attempted to justify 
banking practices, and some in recent years have been bold 
enough to assert that the tendencies are wholesome and that the 
theories need revamping. The advocates of the “‘shiftability” 
theory see that the form and maturity of the earning assets are 
essentially immaterial if the banking system is thoroughly 
co-ordinated in all its parts, and with the other financial institu- 
tions. There are indications that the theories of banking are 
showing evolutionary tendencies to harmonize with banking 
practices. 
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INTERNATIONAL COMITY IN TAXATION 


The problem of international double taxation is one of the 
most serious questions that engages the attention of economists 
and financial experts at the present time. This problem has 
assumed great importance recently, especially since the war, 
due in the first instance to the fact that in every country taxation 
has been vastly increased, and in the second place to the fact that 
the business interests of individuals and companies in various 
countries have to an increased extent become international in 
character. The question of double taxation arises upon every 
occasion that two taxing authorities make a simultaneous claim 
upon the same taxpayer or the same source of income. Professor 
Seligman defines double taxation in the simplest sense as “the 
taxation of the same person or the same thing twice over.’ 
It occurs within one and the same country where taxes are 
imposed independently on the same income by the central 
authorities and by the local authorities; it is to be found within 
a federation of states or between a mother country and her 
dominions and colonies; it occurs, finally, in cases where an 
individual finds the same portion of his income subject to the 
fiscal legislation of states politically independent of one another. 

If all countries had the same conception of fiscal sovereignty, 
there would be little conflict of fiscal laws or superimposition 
of taxation. The truth is that there are a number of different 
principles underlying the fiscal rights claimed by the various 
countries which must be taken into account. At least five 
different principles can be distinguished: 

1. Certain countries remain faithful to the system of political 
allegiance. They tax only their own citizens, but they tax them 
wherever they may be, even though they have finally left the 
country and all their personal effects are situated abroad. 


*E. R. A. Seligman, Essays in Taxation (oth ed.; New York: Macmillan, 
1921), p. 98. 
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2. Other countries maintain the principle of sovereignty 
over every individual who is resident, even temporarily, within 
their borders, and seek to impose taxation even upon aliens who 
are making little more than a flying visit to the country. Asa 
rule, however, this involves simply the taxation of citizens and 
aliens who establish themselves definitely in the country. 

3. Some countries, in applying their fiscal jurisdiction, take 
into account the situation of the property that produces the 
income—a principle which involves the exemption of all residents 
who have their fortune elsewhere. 

4. A more modern principle is finding favor among present- 
day experts in financial questions, which may be called that of 
economic allegiance, according to which an individual’s liability 
to taxation by the various countries is proportional to the dis- 
tribution of his interests among them. 

5. Finally, some combination of two or more of the foregoing 
principles may be used. Such a combination, for example, is 
found in the use of the principle of economic allegiance, modified 
to some extent by the principle of political allegiance. 

If every country applied one or the other of the above prin- 
ciples to the exclusion of every other principle, the problem of 
double taxation would not often exist. However, a country 
with great natural resources, such as Australia, is likely to favor 
the principle of taxation of income where it arises; a country 
which is a financial center, such as Great Britain, will not relin- 
quish taxation on the ground of residence. Taxation on the 
basis of income arising there is so important to Australia, and 
taxation on the basis of residence is so important to England, that 
the problem of double taxation will not be solved fairly because 
the amount of revenue to be given up by England would be 
very large, and conformity to a mere abstract conception would 
be too dearly purchased. Professor Bastable states the difficulty 
of conformity to a rigid rule in a few words:* 

Taxation of Colonial property when held by residents in the United 


Kingdom would not be counterbalanced by similar taxation of British 
property owned by residents in Australia. It becomes necessary to obtain 


*C. F. Bastable, Public Finance (3d ed.; London: Macmillan, 1903), p. 334. 
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fairness as well as nominal equality, and this can only be reached by inter- 
national agreement. 


International double taxation may arise in connection 
with taxes on personal property, taxes on consumption, inherit- 
ance taxation, and income taxation. The problem is solved 
without much difficulty in relation to the taxes on personal 
property and on consumption, but there is no easy solution in 
relation to inheritance taxation, and especially in connection 
with modern income taxation. This discussion is, therefore, 
chiefly concerned with the hardships of double taxation as it 
arises in connection with modern income taxation. While, in 
practice, several varieties of particular cases of double income 
taxation are possible, they usually arise internationally from the 
use by two or more countries of one or more of the following 
combinations of bases for taxation: 


Income of resident citizens earned abroad. 
Income of non-resident aliens earned within the country. 


P ion of non-resident citizens earned abroad. 


Income of resident aliens earned within the country. 


{Income of non-resident citizens earned within the country. 
\Income of resident aliens earned abroad. 


The present extension of income taxation and the recent 
enormous increase in the rates of the income tax in all countries 
have brought these particular problems to the attention of the 
public. No public sense of hardship arose until a great number 
of countries adopted direct taxes on income. Before the world- 
war most countries raised the great part of their revenues by 
fiscal devices other than income taxation. In recent years the 
sense oi grievance has become accentuated because nearly every 
nation using income taxation has attempted, in the interest of 
her own nationals, to apply the law to income arising under 
several of the six conditions cited above. 

The scope of this paper will not permit an extended examina- 
tion of particular cases of international double taxation. As 4 
result of a questionnaire sent out in the latter part of 1921, the 
State Department has a very considerable amount of detailed 
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information on this aspect of the question of double taxation 
in twelve of the principal countries of the world.‘ Most of this 
material, however, has not yet been worked into usable form. 
The application of the income tax laws of Belgium, France, 
Italy, Great Britain, and Sweden has been very ably treated in a 
report by the International Chamber of Commerce.? It will 
suffice to call the attention of the reader to just two typical 
cases of international double taxation which are of special inter- 
est to Americans. 

The first case arises out of the application of the Federal 
Revenue Act of the United States to Canadians. There are two 
special phases of double taxation connected with the application 
of our Federal Revenue Act in so far as Canadians are concerned. 
The first situation will only be stated, the second discussed very 
briefly. In the first place, the American income tax has brought 
a protest from Canada on the ground that it meant double taxa- 
tion of income earned in Canada by Americans. The income 
tax law, so the Canadians contend, is an attempt by Americans 
to impose income and business taxes upon companies operating 
in Canada and incorporated under Canadian laws, the stock of 
which is held in the United States. Secondly, it has also been 
objected that Canadians living in Canada and working in the 
United States must pay the American normal tax rate of eight 
per cent, regardless of the size of their incomes. If relief could 
not be obtained from the last-named situation, Mr. Germain, a 
Canadian Member of Parliament, said that he would advocate the 
enactment of a retaliatory measure compelling Americans non- 
resident in Canada to pay a tax on the same scale on income 
earned in Canada.‘ At the last session of the Canadian Parlia- 
ment a measure authorizing retaliatory legislation was a::tually 
passed. The relief asked affects only a comparatively small part 
of the Canadian population and is extremely local in its nature. 


* Consular Service of the Department of State, Washington, D.C., 1921. 

* International Chamber of Commerce, Paris, “Double Taxation,” S8rochure 
No. 11, 1921. Pp. 57. 

3 Journal of Commerce, January 28, 1919. 

4 Monetary Times, Toronto, July 21, 1921, p. 4. 5 Ibid., p. 5. 
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Persons residing at Windsor, Bridgeburg, Fort Erie, Sarnia, and 
a few other places close to the American boundary are obliged 
to pay the United States income tax because they work in the 
United States. Premier Mackenzie King of Canada informed 
Washington that Canada does not desire to enforce retaliatory 
legislation of any kind, feeling that it is not one of the things 
which make for international harmony. The subject is now 
under consideration by the American government. 

The second case arises in connection with British taxation 
of non-residents and agencies. If, for example, an American 
manufacturer of automobile tires shipped a stock of tires to 
England and the purchase price was paid to the distributor, a 
tax would be assessable against the distributor in the name of 
the tire company. The general rule as to taxation in a case like 
this is that the tax is assessable upon business done within the 
United Kingdom. Generally speaking, there is no provision for 
remission of taxes where the same source of income is taxed 
both by the United Kingdom and the United States. The reason 
advanced on this point by the British inspectors of non-residents’ 
taxes is that the British government is concerned only with the 
profits made on business done within the United Kingdom." 

Solutions for the problem of international double taxation 
fall under two general heads: (1) Much of the difficulty of double 
taxation could be avoided if the different nations would follow 
one principle of taxation. Nations in framing their tax legisla- 
tion, as one writer puts it, “should be guided by the idea that in 
matters of taxation economic allegiance should take procedure 
over political allegiance.’” It is not assumed here that mere 
uniformity is a safeguard against double taxation, because both 
uniformity and double taxation can exist simultaneously. It is to 
be understood that nations should adopt uniform laws on taxa- 
tion such as would avoid taxing the same income twice. (2) 
Nations could have laws which ordinarily would lead to double 
taxation, but could settle the cases of hardship arising from 


* Commerce Reports (U.S. Department of Commerce, July 31, 1922), Pp. 333- 


2C. Lecarpentier, The Problem of Duplicate Taxation Examined from an Inter- 
national Point of View (Paris, 1921), p. 2. 
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double taxation by international negotiations and agreements 
in such a way that the faculty of the individual would be taxed 
to the full but not be taxed twice over. The first suggestion 
would undoubtedly solve some of the present difficulties. It is 
unlikely that such uniformity can be attained for many years 
tocome. Reasons, political and economic, make the expectation 
of such a condition utopian. It is an extremely difficuit task to 
secure uniformity within the United States among the states, not 
to speak of the question of international uniformity in taxation 
laws. In spite of our general trend at present toward conditions 
of standardization, the absence of uniformity in our state tax 
laws is notorious." And what is more, the central government 
has not the authority to compel uniformity.2_ To hope and work 
for international uniformity in tax laws where such is desirable 
seems to be the best that can be accomplished now. For the 
flagrant and outstanding cases of hardship arising from inter- 
national double taxation, the remedy is international comity. 
The interest of financial experts and governments in the 
subject of international comity in taxation is of long standing. 
As early as 1861, in consequence of the imposition of an income 
tax in India, petitions were presented to the House of Commons 
protesting against the double taxation suffered by residents in 
the United Kingdom who were liable to taxation both in England 
and India. These petitions were referred to the Select Com- 
mittee on Income Taxation. The remedy asked was ‘‘to exempt 
from payment of the tax in Great Britain or in India all incomes 
and profits which were already subjected to the tax in the other 
country.” The general opinion of the committee was that the 
British income tax ought not to be altered because another 
country chose to adopt the same system of taxation. Sir Stafford 
Northcote, a member of the committee, protested against the 
addition to their labors which would result from a measure 


*See Report of the Committee on Inter-State Compacts to National Conference 
of Commissioners on Uniform State Laws, Cincinnati, August, 1921. 
? Kidd v. Alabama, 188 U.S. 730. 


3Sir Basil P. Blackett, Memorandum, ‘Double Taxation” (Finance Section, 
League of Nations, Geneva, January, 1921), p. 7. 
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requiring consideration of the whole question of Indian finance. 
The motions were withdrawn. No further protests on double 
income taxation were made for another thirty years. 

In 1894, Gustav Cohn, following the ideas of Adolph Wagner 
in this particular case, set forth five conditions that would give 
rise to conflicts of tax jurisdiction and cause double taxation:? 


1. Subjects of the country living at home may draw an income from 
abroad. 

2. Subjects may live abroad and draw their income from foreign sources. 

3. Subjects may live abroad while they draw their income from 
home. 

4. Aliens may live within the country, whether for purposes of business 
or for any other reason. 

5. Foreigners living abroad may draw an income from sources within 
the country. 


Dr. Cohn suggested uniformity and reciprocity as a solution of 
these difficulties. 

In 1900, Austria and Prussia held a convention on the subject 
of double taxation.? This convention was a step toward a more 
comprehensive scheme of dealing with the question of inter- 
national taxation. The Austro-Prussian convention appor- 
tioned an individual’s tax liability according to the geographical 
distribution of his personalty or interest. It set forth a doctrine 
which is a combination of political allegiance and economic 
interest. The convention followed in its main outlines the 
Imperial German Act of May 13, 1870, for doing away with the 
existence of double taxation among the several states of the 
empire.s The arrangements under the convention were to be 
based on the principle of fiscal reciprocity. 

The subject of international comity in taxation was discussed 
at the National Conference on Taxation held under the auspices 
of the National Civic Federation in the city of Buffalo in 1901.‘ 


* Gustav Cohn, The Science of Finance. Translated by T. B. Veblen (Uni- 
versity of Chicago Press, 1895), pp. 339-42. 


2 Jour. of Pol. Econ., March, 1902, p. 255. 
3 Finanz Archiv, XXIII, 285. 
4 State and Local Taxation (National Tax Association, New York, 1907), P- 39- 
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At the first conference of the National Tax Association, the 
following resolution was passed :* 


The principles of international and interstate comity require that the 
same property should not be taxed by two jurisdictions at the same time. 


The conference also stated :? 


Retaliatory taxation is contrary to interstate comity and is in the nature 
of interstate war. 


The declared object of the National Tax Association, as repeated 
in every issue of the Official Bulletin, is: 


To formulate and announce, through the deliberately expressed opinion 
of an annual conference, the best informed economic thought avd adminis- 
trative experience available for the correct guidance of public opinion, and 
legislation and administrative action on all questions pertaining to taxation 
and to interstate and international comity in taxation. 


Between 1896 and 1911 the question of double taxation was 
often ventilated in the House of Commons through the medium 
of questions. Attempts were made in 1898 and 1907 to insert 
provisions for relief in the finance acts of those years. In dealing 


with the 1907 proposal, Mr. Asquith said that if a man, for reasons 
of his own, resided in England and enjoyed the protection of 
English laws, it was only fair that, in consideration of that 
voluntary act on his part, and the governmental protection 
extended to him, he should contribute income tax on the whole 
of his income, wheresoever that income arose. A change in the 
attitude of the British government became noticeable in 1911, 
when at that time the subject was discussed at the Imperial 
Conference and a resolution to abolish double income t:.x within 
the empire was moved by the colonial premiers. Legislative 
attempts to alleviate the hardship of double taxation were made 
in 1916, 1917, and 1918. During the debates on the Finance 
Bill in 1917, Mr. Bonar Law agreed that double income taxation 
ought not to continue after the end of the war. He said that it 
was impossible to give up more revenue during the war, and that 

t Ibid., p. 18, 

2 Ibid., p. 663. 

3 Bulletin of National Tax Association (New York), VI, 292. 
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the representatives of the dominions completely concurred in 
this view. He concluded by saying? 
If I should happen to be in a position to enable me to have any influence 


at that time (i.e., after the war) I shall certainly see that this is one of the 
earliest questions considered.? 


A number of proposals have been offered recently looking 
toward a practical solution of the problem of international 
double taxation. The Report of Royal Commission on Income 
Tax, in 1920, after considering the problem of double in- 
come taxation within the British Empire, recommended the 
following principles, which were embodied in Section 27 of the 
Finance Act of 192033 

Firstly, that in respect of income taxed both in the United Kingdom and 
in a Dominion, in substitution for the existing partial reliefs there should be 
deducted from the appropriate rate of the United Kingdom Income Tax 
(including Super-tax) the whole of the rate of the Dominion Income Tax 
charged in respect of the same income, subject to the limitation that in no 
case should the maximum rate of relief given by the United Kingdom exceed 
one-half of the rate of the United Kingdom Income Tax (including Super- 
tax) to which the individual taxpayer might be liable; and 

Secondly, that any further relief necessary in order to confer on the 
taxpayer relief amounting in all to the lower of the two taxes (United King- 
dom and Dominion), should be given by the Dominion concerned. 


The British Income Tax Commission of 1920, while offering 
concrete methods of solving double taxation within the empire, 
found the consideration of the problem between the United 
Kingdom and a foreign state a difficult and quite different matter. 
The Commission held that certain factors stood in the way of 
eliminating double taxation between Great Britain and foreign 
countries, which were not in existence between England and the 
dominions. The Commission pointed out the following diff- 
culties: 

‘Sir Basil Blackett, Memorandum, “Double Taxation” (Finance Section, 
League of Nations, Geneva, January, 1921), p. 9. 


2 Since the recent political events in Great Britain have placed Bonar Law in 
power, it will be of interest to follow his actions along these lines. 


3 Report of Royal Commission on Income Tax (London, 1920), sec. vi, par. 70. 
4 Ibid., sec. vii, par. 79. 
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1. Within the conception of the British Empire there was 
the sharing of common burdens. This was absent between Eng- 
land and a foreign nation. 

2. The common interest in the well-being of every part of the 
empire was in mind in the alleviation of double taxation within 
the empire. This feeling was lacking between England and a 
foreign country. 

3. The desire for free circulation of capital within the empire 
made the removal of double taxation an urgent necessity. This, 
of course, did not apply between Great Britain and other nations. 

4. The merely mechanical difficulties inherent in any attempt 
to avoid double taxation between Great Britain and any foreign 
nation were apparent. This difficulty was due to the different 
systems, the relationship of income taxation to other fiscal 
methods, and the different bases on which income taxation is 
levied in the various countries. 

The Commission made the following recommendations on 
the double income tax between England and foreign countries:* 


We are of the opinion that no satisfactory change from present condi- 
tions could be made unless reciprocal arrangements were effected between the 
government of the United Kingdom and the government of each foreign 
state where an income tax is in force; and that it would only be practicable 
to arrive at such arrangements by means of a series of conferences, possibly 
under the auspices of the League of Nations, such as we have been happy to 
hold with the representatives of the governments of the Dominions. These 
considerations, among others, have led us to the conclusion that in the 
present circumstances we cannot recommend any change in the existing 
situation as to double taxation of the same income by the United Kingdom 
any the Government of a foreign State. 


Our Federal Revenue Act of 1921 contains provisions which 
deal, to a certain extent, with the removal of double taxation. 
These principles are introduced by Section 222, Part (a) of the 
Act? 


That the tax computed under part II of this title shall be credited with: 

1. In the case of a citizen of the United States, the amount of any 
income, war-profits and excess-profits taxes paid during the taxable year to 
any foreign country or to any possession of the United States; and 

* Ibid., par, 83. 

? Revenue Act of 1921 (National Bank of Commerce, New York, 1922), p. 49. 
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2. In the case of a resident of the United States, the amount of any 
such taxes paid during the taxable year to any possession of the United 


States; and 

3. In the case of an alien resident of the United States, the amount of 
any such taxes paid during the taxable year to any foreign country, if the 
foreign country of which such alien resident is a citizen or subject, in impos- 
ing such taxes, allows a similar credit to citizens of the United States residing 
in such country; and 

4. In the case of any such individual who is a member of a partnership 
or a beneficiary of an estate or trust, his proportionate share of such taxes 
of the partnership or the estate or trust paid during the taxable year to a 
foreign country or to any possession of the United States, as the case may be. 


The agreement of other countries, therefore, and their acceptance 
of the offers would be sufficient to avoid the superimposition of 
any taxation whatsoever by the United States upon income of 
non-American origin. 

One of the most practical international conventions which 
has, up to the present time, been negotiated is that which was 
concluded in Rome on June 13, 1921, between the Succession 
States of Austria-Hungary, and has been submitted for ratifica- 
tion of the various parliaments. It examines in turn the various 


taxes actually in force in most systems of taxation and lays down 
the following principles in each case:" 


1. Land: Taxes should be levied only for the benefit of the state in 
which the real property is situated. 

2. Movable capital and annuities: Taxes should be levied by the State 
of residence of the owner of such capital. 

3. Movable property: Taxes belong to the State in which the person 
entitled to the income lives. 

4. Salaries, emoluments and incomes from work: The tax should be 
levied by the State from which the income is derived. 

5. Commercial profits: The tax should benefit the State in which the 
head office of the firm is situated, even if its activities extend abroad. If, 
however, the firm possesses permanent branches abroad, each State will 
levy the tax on the income produced by the establishment situated within 
its borders. 

6. Super-tax on Income: The Convention stipulates that this tax will 
be divided according to the various categories of the taxpayer’s income, and 


t International Chamber of Commerce, Paris, ‘The Problem of Double Taxa- 
tion,” Digest No. 25, 1922, p. 3. 
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each category will be assigned according to the rules provided for it. In 
cases of doubt, the tax is levied by the State of residence, and if the tax- 
payer has residence in more than one State, it is divide. between the 
States concerned. 

7. Succession Duties: The Convention provides that, jwith regard to 
these duties—and, generally, to all taxes upon capital,—a(count will be 
taken of the different categories of capital comprising the inheritance. 
The principles outlined above will be applied in respect to the income derived 
from each category. 

8. Finally, the Rome Convention decided that if double taxation 
occurred, despite the foregoing rules, the taxpayer could lodge a claim with 
the authorities of his country, with a view to securing a satisfactory solution 
by diplomatic means of his particular case and even to establishing a new 
precedent. 


During the first half of the year 1921 the questicn of double 
taxation was examined by a select committee of the International 
Chamber of Commerce which was specially appointed for the 
purpose in accordance with Resolution Number 2, adopted 
at the organization meeting in Paris in June, 1920. This com- 
mittee, after inquiry into the legislative practice of the affiliated 
countries in the Chamber, laid down a number of principles which 
were embodied in Resolution Number 1 of the London Congress, 
1921.1 The Committee of the International Chamber of Com- 
merce collected precise and detailed information regarding 
double taxation, and made this statement as the result of its 
investigation 2? 

After having carefully studied the different special laws on this question 
and the general principles upon which these laws are based, we have unani- 
mously arrived at the conclusion that the granting of a compiete rebate is 
difficult, if not impossible, but that an attempt should be made to arrive at 


the establishment of a transactional system based on an additional and 
moderate form of taxation and on general reciprocity between nations. 


The League of Nations has been actively engaged upon the 
question of double taxation ever since the Brussels Financial 
Conference of 1920. The League is trying to work out principles 
for an international understanding so as to avoid the imposition 


1 International Chamber of Commerce, Paris, ‘‘Double Taxation,” Brochure 
No. 11, 1921, p. 5. 


2 Ibid., p. 4. 
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of double taxation. At a meeting held at the end of March, 
1922, the Financial Committee of the League appointed four 
experts to make an inquiry into the subject, namely: Professor 
Einaudi, of Turin University; Professor Seligman, of Columbia 
University; Sir Josiah Stamp, of the University of London; and 
Professor Bruins, of Rotterdam. The principles upon which the 
experts are working are suggestive of a plan of meeting the prob- 
lem of double taxation. These principles are as follows:" 


1. What are the economic consequences of double taxation from the 
point of view: (a) Of the equitable distribution of burdens. (6) Of inter- 
ference with economic intercourse and with the free flow of capital. To 
what extent these consequences are similar in the different types of cases 
commonly described as double taxation. 

2. Whether any general principles can be formulated as a basis for an 
international convention to remove the evil consequences of double taxation, 
or whether conventions should be made between particular countries, limited 
to their own immediate requirements; and in the latter alternative, whether 
such particular conventions can be framed as to be capable ultimately of 
being embodied in a general convention. 

3. How far the principle of existing arrangements for avoiding double 
taxation whether between independent nations (e.g., the Rome Convention) 
or between the component portions of a federal state, are capable of applica- 
tion to new international conventions. 

4. Whether or to what extent a remedy can be found in an amendment 
of the taxation system of each individual country independently of any 
international agreement. 

5. To what extent the conventions on the subject of double taxation 
should establish an international control to prevent fraudulent claims. 


The American Committee on Double Taxation, of the Inter- 
national Chamber of Commerce, made a report on the problem 
which contains some very interesting and suggestive remarks. 
The American Section reported: 


In the opinion of the American Section of the Committee on Double 
Taxation, actual progress in the elimination of double taxation can best 
be secured at the present time by endeavoring to agree upon, and after such 
agreement, to secure the adoption by the principal commercial nations, of a 
few definite proposals of a comparatively restricted scope, which have been 
found in practice or which have after careful consideration promise to reduce 


1 E. R. A. Seligman, Memorandum, “The League of Nations Committee on 
Taxation” (League of Nations, Geneva), 1922. 





INTERNATIONAL COMITY IN TAXATION 275 


or eliminate important cases of double taxation. The American Committee 
has considered some of the questions of principle—such for example as the 
extent to which nationality or citizenship creates an obligation to support 
by taxation the country of citizenship; the conflicting claims of the juris- 
diction in which income is earned, that in which it is received, and that in 
which the taxpayer resides. While the committee recognizes that various 
difficulties will be encountered in securing legislation of such a character 
in the various nations involved as to avoid undue or unfair taxation, yet on 
the other hand it is distinctly practicable, in the opinion of the American 
Committee, to discover through international discussion and conference a 
few specific rules of procedure which give real promise of settling in a 
satisfactory way particular problems of importance. 


The question of double taxation also formed part of the pro- 
grams of the Economic and Finance commissions of the Genoa 
Conference. The Economic Commission recommended that 
taxes “should be strictly limited to that part of the capital 
effectively engaged within the country in which they are levied, 
and to those operations only which are undertaken in that 
country,” and urged that “double taxation should be avoided 
by agreement between nations” in accordance with principles 
elicited by the inquiry of the League of Nations." 

The foregoing facts are evidence that the question of double 
international taxation is of great concern at the present moment. 
The considerations to which attention has been drawn in the 
course of this discussion appear to suggest that a perfect remedy 
for double income taxation as it exists is not likely to be found. 
The difficulty of eliminating international double taxation lies in 
the fact that there is general agreement that each state has an 
unrestricted right to tax within the sphere of its jurisdiction. 
Hence, a reasonably workable solution which removes any sub- 
stantial hardship is the best that can be hoped for. To attain 
even this end there is an urgent need for international comity in 


taxation. 


CLYDE J. CROBAUGH 
INDIANA UNIVERSITY 


* Papers Relating to International Economic Conference, “Article 15 Economic 
Commission Report” (His Majesty’s Stationery Office, Imperial House, Kingsway, 
London). 





THE THEORY OF HEDGING 


It has been the common custom in works dealing with market 
risks and their elimination to mention hedging contracts as one of 
the most effective social devices for reducing and transferring risk. 
There is in these discussions usually the implication, if not the definite 
statement, that hedging contracts, wherever they can be used at all, 
can be expected to give a complete protection to the user against 
the risk of adverse price changes.' Such conclusions concerning 
hedging transactions, as they are carried on in the ordinary course 
of business through the futures markets, are not at all justified. They 
arise from an inadequate comprehension of the nature of a hedging 
contract or from an incomplete understanding of the relations of the 
two markets which are essential to the hedging process. 

To see clearly the possibilities and limitations of hedging con- 
tracts on organized produce markets it is necessary to understand 
first what a hedging contract is. The essence of a hedging contract 
is a coincident purchase and sale in two markets which are expected 
to behave in such a way that any loss realized in one will be offset by 


an equivalent gain in the other. If such behavior follows a perfect 
hedge has been effected. The commonest type of hedging transaction 
is the purchase and sale of the same amount of the same commodity 
in the spot and in the futures markets. Frequently, however, the 
trades are in different commodities, as when cottonseed oil is hedged 
in the lard market or flour in the wheat market.? 


*For example: ‘Whatever it (the milling company which sells hedges) 
gains or loses on the original purchase of cash wheat will be exactly offset by an 
equal loss or gain on the future sale.” F.M. Taylor, Principles of Economics, 
p. 294. “‘A person who is neither long nor short is running no risk; he is hedged.” 
J. E. Boyle, Speculation and the Chicago Board of Trade, p. 34. ‘If wheat prices 
have risen he loses on his wheat ‘deal’ but this loss is offset by the corresponding 
rise in flour.” Marshall and Lyon, Our Economic Organization, p. 382. 

2 The distinction drawn here is somewhat artificial, as it rarely happens that 
the commodities bought and sold in the spot and futures markets respectively are 
actually identical. Only specific “contract grades” are sold through the futures 
market, and these are not likely to be the exact equivalent of the spot purchases 
which are being hedged. The imperfect character of the protection offered by 
hedging sales in the case of “off grades” is indicated in J. E. Boyle, op. cit., 
PP. 171-75. 
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The spot and the futures markets are separate markets. The futures 
market is highly centralized and highly competitive. All futures 
transactions are made in a dozen exchanges, where buying and selling 
orders converge from all over the world. The “spot market,” on the 
other hand, if it can be spoken of as a market at all, is highly decen- 
tralized, frequently only partially competitive, and much less respon- 
sive to minor forces making for change. Spot trades which it is desir- 
able to hedge take place in Gopher Prairie as well as on the floor of 
the Minneapolis Chamber of Commerce. The exporter in Baltimore 
and the miller in Painted Post may be as anxious to hedge purchases 
or sales as is the terminal elevator operator who buys on the floor of the 
Chicago Board of Trade. In speaking of the spot market we may be 
talking about the market in any one of many places. Whereas an 
almost perfect system of communication has made the futures markets 
practically a unit, the separate spot markets are at best only partially 
merged into one. 

Any divergence from the anticipated relationship of the prices in the 
two markets results in an imperfect hedge. The possibility of imper- 
fection in the protection offered by hedging trades has been recognized 
by some few writers, but through all the literature of marketing there 
runs the assumption that such variations as make the protection inade- 


quate are much more abnormal and infrequent than is actually the 
case." 


THE ASSUMPTION OF A NORMAL SPREAD 


The failure to appreciate the varying relationship between spot 
and future prices and the resulting erroneous notions concerning 
hedging have centered about the idea of a “normal spread,” that is, a 
relationship between spot and future prices which is believed 
to show itself with a high degree of regularity. It is obvious 
that if any definite spread between the spot and the futures price 


‘For example: “There is every reason to believe that if the price of cash 
wheat rises ro cents a bushel the September option will also have a rise of 10 cents, 
or approximately that amount.” S. S. Huebner, “The Functions of Produce 
Exchanges,’ Annals of the American Academy of Political and Social Science, 
XXXVIII (1911), 343. Fred M. Clark (Principles of Marketing, pp. 370-72) 
recognizes the possibility of a situation in which futures contracts do not offer a 
complete hedge, but seems to regard this situation as highly exceptional. L. D. 
H. Weld (Marketing of Farm Products, pp. 345 ff.) refers to the failure of hedges to 
offer complete protection on account of the tendency of futures and cash prices to 
draw together as delivery day approaches. When futures contracts are selling 
above cash grain this is a source of gain to sellers of hedges against grain in storage 
or in process of manufacture. For its effect on buyers of hedges against forward 
sales of flour, cf. below, p. 287. 
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does appear with great frequency and permanence the hedger is 
relatively safe in assuming that the two prices will fluctuate in uni- 
son, and may place his hedge with the expectation of correspond- 
ingly complete protection from adverse changes in price. The nor- 
mal spread has been assumed, however, without a careful analysis 
of the assumptions that would be necessary to make it a useful con- 
cept. A presentation of the assumptions which are necessary to give 
meaning to the idea will show the fallacy of the notion of complete 
insurance against price changes and at the same time furnish a back- 
ground against which the actual happenings and the resultant possi- 
bilities of avoiding market risk by hedging may be shown more clearly. 

Coincident fluctuations in any two markets can be expected only 
under one of two sets of circumstances. In the first place, the two 
markets might conceivably remain in line with one another because 
both were controlled by the same forces, or second, prices in one market 
might exercise a controlling influence over prices in the other. In 
practice neither of these things ever happens completely in connection 
with the spot and futures markets of the produce trades. To show 
what does happen, it is necessary first to consider the hypothetical 
conditions under which a perfect hedge could be effected; second, 
to analyze the ways in which the actual marketing situation diverges 
from these hypothetical conditions; and third, to survey the statisti- 
cal evidence concerning the frequency of occurrence of the conditions 
under which a perfect hedge can be secured. The wheat trade fur- 
nishes a convenient case for both the assumed and the actual illus- 
trations. 

A SUPPOSITITIOUS SITUATION 

Let us begin our discussion by considering a highly artificial and 
simplified situation in which there would be a definite normal relation- 
ship between the prices of wheat for immediate delivery and for deliv- 
ery at any specified future date. We shall assume: 

1. That there is no carry over; that is, the last bushel of the old crop 
has gone out of the market at the end of the crop year, say on June 30. 

2. That the entire new crop of the world has “come in” at one 
time, July 1, and is accessible. In practice this would doubtless have 
to mean that a very large portion of it had reached central markets 
where it could be retained as a visible supply, and there would have to 
be no doubt that the balance of it could be made available without 
delay when wanted for consumption. 

3. That no additional wheat could possibly reach the market 
until July 1 of the following year. 
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4. That costs of storing grain do not change during the year. 

5. That everyone who is interested in the wheat trade has full 
information concerning the available supply. 

6. That everyone in the wheat trade has complete information 
concerning the fact that wheat is to be consumed uniformly through- 
out the year and at such a rate as exactly to exhaust the supply on 
June 30. 

7. That everyone concerned can be counted on to act with pecu- 
niary rationality.’ 

With these conditions existing, one might expect to find a defi- 
nite and normal relation existing at any given time between the spot 
and the futures contract prices, and an absolute uniformity in the 
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price of each futures contract throughout its life. The situation 
which would exist on July 1 might be viewed in the following way: 


XA=price of cash wheat on July 1. 

YC=price of June futures on July 1. 

Successive ordinates of AC represent successive prices of cash wheat 
through the year. 

AM, AF, AH, AD represent the carrying charges to September 30, 
December 31, May 31, and June 30. 

XM, XF, XH, represent the prices of September, December, and 
May futures; these prices are constant. 


*Most of these considerations would be included in the statement that the 
supply is known and that the effective demand is such that the total will be con- 
sumed during the year and at a uniform rate. It has seemed well, however, to 
put the situation in factual terms so far as possible. 
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Since, according to the assumptions, the supply is known, its 
availability certain, its total consumption fixed at a uniform rate, and 
all persons concerned are acting rationally, the price on July 1 of wheat 
deliverable the 30th of the following June would be higher by exactly 
the carrying charge between the two dates.‘ The price of cash wheat 
would increase uniformly from the beginning to the end of the year. 

If at any time the “spread” between spot and future prices should 
exceed the amounts indicated there would be an immediate and cer- 
tain profit for anyone who would buy cash grain, sell futures, put the 
grain is. storage, and later deliver it on the contracts. Under these 
conditions no one could rationally sell any cash grain. If, on the 
other hand, the spread became less than the carrying charge it would 
be unprofitable for anyone to hold any grain, for it would be cheaper 
to sell one’s holdings and replace them by purchasing futures and 
accepting delivery on them. 





A MODIFICATION OF THE ASSUMPTIONS 


We may now modify our assumptions and bring them closer to 
reality by introducing certain factors which may operate to disturb 
the price level. Suppose there occurs a general decrease in the 
desire to consume wheat, on account of the introduction of a popular 
substitute. Or, a more probable occurrence, suppose it is discovered 
during the year that the size of the crop has been underestimated. 
Retaining our hypotheses of complete information and of the necessity 
of getting rid of the entire crop by July 1, it is obvious that the price 
of wheat must immediately fall to a figure which will stimulate con- 
sumption sufficiently to move the entire crop into consumption by 
June 30. There is no reason to suppose that such a change would 
affect the premium on futures over spot prices. The triangle ABC in 
Diagram I would move toward the line XY, decreasing both XA and 
XD, but AD would be unchanged. In like manner changes in the 
proportion of the crop desired for consumption early in the year, 
changes in costs of production, and many other factors which affect 
prices would have the same effect on both spots and futures. Even 
the introduction of a carry over into the scheme would not alter the 
relationship of cash and future prices, so far as deliveries in the 
same crop year are concerned (though it would have a marked effect 
on the relation of cash prices in the spring and futures prices for new 
crop deliveries). 


* The important factors in the carrying charge are, of course, storage, iaterest, 
insurance, and shrinkage. 





















THE THEORY OF HEDGING 281 


If, however, we assume that, on account of ignorance or economic 
irrationality or on account of physical difficulties in getting the crop 
to market, the holders of a large part of the supply fail to sell it during 
the first half of the year and then dump it on the market for consump- 
tion during the last half, the case is entirely different. The only 
possible result of this situation will be higher cash prices during the 
first half of the year than during the last half; if the buyers of forward 
contracts understand the situation futures prices for spring deliveries 
will correspond to the lower prices which will actually prevail at deliv- 
ery dates. 














Fic. 2 


The result may be illustrated as follows: 


As before, 

XA=cash price in July. 

YC=cash price in following June. 

XD=price of June futures in July. 

The prices of intermediate futures will be such as to reflect the 
anticipated course of the cash grain market. AC will not necessarily 
be straight, and may be of any degree of irregularity, except that it 
cannot drop below the level of DC by more than the carrying charges 
to June 30 from the time represented by the point of intersection. 

Under such conditions the market would afford very imperfect 
facilities for hedging. 

The premium DA on cash grain over futures contracts is sure 
to disappear. Hence the hedger, if he holds grain long, must expect 
to{lose, either by an advance in the price of the futures contract which 
he is “short,” or by a decline in the cash grain which he is “long” or 
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by both. There is no inducement to hold grain longer than is neces- 
sary.” 

Such a situation as this seems on the face of things to be highly 
abnormal, and the discussions which postulate the possibility of a 
complete hedge simply assume that the condition depicted in Dia- 
gram I is “normal” and that in Diagram II abnormal. Our next 
task, therefore, is to examine the extent to which the terms “normal” 
and “abnormal” have any real application to the varying spreads 
between spot and futures prices. 

In the first place, it must be emphasized that the current assump- 
tions concerning normal spreads do not apply to the relation between 
spot prices for old wheat near the end of the crop year and contract 
prices for new crop deliveries. Let us examine the factors which 
determine the relative value in May or June of wheat for immediate 
and for future delivery. Consider first the influence of the amount 
of old wheat on hand. So far as the spot market is concerned, this 
constitutes the entire potential supply, and its relation to the demand 
for wheat for immediate consumption is the most important factor 
in determining prices. So far as the July or September prices are 
concerned, on the other hand, the supply of old wheat is of importance 
only as it affects estimates of the total which will be available for 
comsumption during the coming year, of which total the carry over 
of old wheat will constitute only a small fraction. More specifically, 
if in May or June the supply of old wheat is small relatively to the 
amount needed to keep mills in operation and supply current demands 
for flour till the new wheat is fit for grinding, the spot prices at terminal 
markets will have very little relation to the futures prices. On the 
other hand, if the supply of old wheat is large enough so that a consid- 
erable part is likely to be carried over to be sold along with the new 
wheat, the spot price will come under the control of the factors which 
determine the price of the futures and is colloquially said to be con- 
trolled by the futures. In other words, a shortage of old wheat may 
send the spot price to a level indefinitely higher than the price for 
futures, but an abundance of old wheat cannot send it lower than the 
futures price, except by the “carrying charge,’ because the surplus 


* Of course if DX is large relatively to DA it may be profitable for those whose 
business requires them to own grain at such times to sell hedges against it. The 
hedge increases the probability of a small speculative loss, which must be covered 
by a trade profit, but protects against a large loss due to changes in other fundamen- 
tal conditions which affect cash and futures prices alike. 
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of old wheat constitutes a part of the prospective supply which deter- 
mines the price of the futures. 

Spot prices at different points which are not centers of consumption 
are affected differently by a shortage of old wheat near the end of the 
season. If there are supplies quite near the terminal markets, and 
the situation is not complicated by the presence of a local consumptive 
market, their price will be closely related to the spot prices at the ter- 
minals. If there are other supplies so remote that they cannot be 
gotten to the central market before new wheat is expected, their 
price fluctuations will correspond to those for the futures. In general, 
the longer the time required to make delivery at a central market or a 
point of consumption, the lower the spot price will be, provided the 
futures are selling below the cash grain. 

The spread between spot and future prices is the most obvious 
instrument which society uses to control the carry over of grain from 
one crop year to another. If large offerings of old wheat or a prospec- 
tive shortage of new results in a premium on future contracts large 
enough to cover the full cost of carrying, storage is encouraged; if a 
shortage of old wheat or the prospect of a large new crop results in 
cash prices higher than futures, or even above the figure where the 
premium on the futures will cover carrying costs, holders are encour- 
aged to market their holdings of old and replace them by purchases 
of futures. The social utility of an adjustment of prices which will 
efiect a distribution of the old grain between the two crop years in 
accordance with the relations of present and prospective demand and 
supply conditions is obvious, and in general the system, though imper- 
fect, seems fairly effective. The usual situation is a premium on 
cash over the futures.‘ If the market always behaved in a perfectly 
rational way a very small premium on spots over futures would suffice 

*To test this point an examination was made of the prices, at Chicago, of cash 
contract wheat and July futures on the first trading day in May for the years 1901 
to 1915 inclusive. Of the fifteen years there were twelve in which at the respective 
low prices of the day cash grain was above the July option at its low point and only 
one (1907) in which the premium on July futures over cash grain was as much as 
2cents. (Data from Howard Bartels’ Red Books.) The figures for the low prices 
of the day represent the situation more accurately than those for the daily 
high prices, because the futures price always represents the bottom of the grade, 
while the cash quotation may represent any quality not quite good enough to be 
classed in the next higher grade. Accurate data as to carrying costs are not at 
hand, but figuring interest at 6 per cent on go cents a bushel and storage at 1914 
rates the cost of these two items approximated 1.8 cents for the first month and 1.5 
cents a month thereafter. 
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to insure that no grain would be carried forward beyond the amounts 
actually needed to supply demands for old grain before the new became 
fully equivalent in quality; for no one could afford to carry forward 
for sale in a future month a commodity which he could more economi- 
cally buy for delivery in that month. Some grain is carried over, 
however, especially by farmers, in excess of wnat is needed, and in the 
face oi a practical certainty of lower prices in the fall.* 

The situation during the fall months is apparently simpler than 
that which exists before the harvest, and the expression “normal 
spread’’ has more meaning, but even here there is no uniformity in the 
spreads between cash and futures markets in different years. In the 
assumed setting given earlier we have seen how “a normal spread” 
might be made possible. But the marketing of grain is so irregular 
that there occurs surprisingly often a relative shortage of cash grain 
and surplus of prospective supply. Given a certain state of demand, 
the price of futures tends at this time of the year to be controlled by 
the reported size of the harvest, while the spot price depends upon the 
supply of grain actually available. Whenever, on account of bad 
roads, car shortage, railway strikes, farmers’ holding movements, or 
for other reasons, the supply of grain actually coming into the central 
markets is smaller than current reports concerning the size of the har- 
vest led the trade to expect, the spot price rises above so-called “nor- 
mal” relation to the futures. A premium on cash over futures is a 
very common phenomenon. For example, on the first trading day in 
November from 1901 to 1915 the lowest price of spot contract grain 
in Chicago was higher than that of May futures, six times, and in 
only three years out of the fifteen was the May future as much as 
seven cents higher than the cash.? 

Even during the spring months, when we should expect the closest 
correspondence between the spot and the futures markets, there is 
no discernible tendency for the futures prices to equal the cash price 
plus a carrying charge. From rgo1 to 1915 there were only nine 
years in which at their respective low points on the first trading day of 
March the May future was higher than the cash contract wheat. A 
similar situation prevailed in other markets. Comparison of the 
lowest prices for cash contract oats and for May futures on the first 


* An extreme case occurred in the late spring of 1915, when many farmers were 
holding grain for a rise, although September wheat was selling from 30 to 40 cents 
and July wheat from 15 to 25 cents below the cash quotations. 


* Data from Howard Bartels’ Red Books. 
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trading day in April, for the years 1901 to 1915, gives the following 
results: May price higher, four times; lower, nine times; the same, 
once; data insufficient, once. Examination of figures for corn prices 
has also failed to show any tendency for the futures to run uniformly 
above the cash.? : 

It is therefore clear that any attempt on the part of . -niller or 
other hedger to make money by taking off hedges when the spread is 
abnormal is purely a speculation. No one can ever predict from the 
quotations themselves what either the cash markets or the futures 
markets will do. All that can be said is that the two markets will 
come together by the last day of the month of delivery, but whether 
the spread will disappear by a rise of the lower price or a fall of the 
higher, or a rise or fall of both with one moving more than the other, 
is a question for the speculator. 

The only element in the entire relationship of the spot and futures 
which may be called a “control” is the fact that at any given time 
the futures prices cannot get above the spot prices by materially more 
than the carrying charge from the date in question to the date of 
delivery. This is true because of the possibility previously noted of 
buying grain in the spot market, selling futures to the same amount, 
carrying until the delivery date, and delivering the actual grain. The 
profit of any trader doing this would consist of the difference between 
the carrying charge (plus commissions and other charges) and the 
premium on futures over spot prices at the time he made the two con- 
tracts. Such operations would at once narrow the spread by forcing 
spot prices up and future prices down. 

In this same connection, however, it is worthy of notice that it is 
not to be expected, even if grain is marketed freely, that the futures 
contract prices for all deliveries or for any two deliveries will fully 
discount the carrying charge between them. If the spread between 
the December and the May futures at any time is fully equal to the 


‘ Data from sources previously cited. 

? The following passage reflects a misunderstanding on the point which seems 
to be widespread: ‘Terminal elevators sometimes increase their profit by buying 
in their hedge at times when the spread narrows more than is normal. This will 
increase their profits, because, as it will be remembered, the spread at the time 
they bought cash wheat and sold it for future delivery was enough to cover the 
costs of carrying it in addition to some profit. And so, if the spread at the time of 
sale has narrowed more than the normal amount, the profit is increased by so much, 
They can buy again when the spread becomes normal.” Fred E. Clark, op. cit., 
P. 372. 
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cost of carrying from December to May, any speculator may buy 
December grain and sell the same amount of May, knowing that the 
spread will not become wider, to his detriment, and may become 
narrower, to his profit. A speculation offering a chance of profit and 
no chance of loss, even if the chance of profit is not great, is an ideal 
speculation, and the competition of speculators to buy the nearer and 
sell the more distant future is bound to be sufficient to make such a 
situation quite abnormal and only of momentary duration. Spreads 
between futures contracts vary widely." 

The carrying charge bears exactly the same relation to the move- 
ment of grain into storage and out into the channels of consumption 
which the cost of shipping gold bore to the movement of specie in 
international trade in the days before the war, with this important 
exception, that whereas gold could be shipped in either direction, 
grain can be carried forward for future consumption but cannot be 
transported back into the past. Hence, as just noted, the premium 
on futures over spot cannot exceed the carrying charge, but the 
premium on spot over futures has no limit, while in the gold trade 
a shift in the premiums could cause a movement in either direction, 
so that the premium and the discount on foreign exchange both had 
definite limits. 

CONCLUSIONS 


In the light of these conditions, the limitations of the hedging 
market are clear. Whenever the cash price is above the futures, or 
below the futures by less than a full carrying charge, there is no such 
thing as a complete hedge for cash grain purchases. If the cash grain 
and the futures contract are selling at the same price, and the carrying 
charge till delivery month is four cents a bushel, the hedging con- 
tract will afford the buyer of cash grain complete protection against 
losses of more than four cents a bushel. Losses of less than that 
amount are rendered less probable, for there are many price changes 
due to causes which affect both markets alike, and against these the 
hedge is complete. But there is always the risk that the markets will 
diverge to the extent permitted by the carrying charge. 


* The price of May wheat at its low point on November 15, or the next trading 
day of the years indicated, varied from the low figure for December wheat on the 
same date by the following amounts: 1908, 4 cents higher; 1909, 1} cents lower; 
1910, 5} cents higher; 1g11, 6} cents higher; 1912, 5} cents higher, 1913, 4% 
cents higher; 1914, 6} cents higher; 1915, 1} cents higher. For data on carrying 
charges see notes above, pp. 280 and 283. 
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It remains to consider the case for the hedge buyer, for example 
the man who has contracted to deliver flour at a fixed price in the 
future and buys futures to protect himself against a rise in prices. 
If his selling prices for flour were based on the cash prices at times when 
the futures prices were lower, he would make an extra profit without 
risk by buying the futures to cover his needs. Under the ordinary 
conditions of competition, however, it is clear that sales of flour for 
distant future delivery must be based on futures prices for wheat; 
hence the purchase of futures is as good a hedge when futures are below 
the spot prices as, when they are above. 

Sellers of flour and similar products who protect their forward 
contracts by purchases of future contracts secure complete protection 
if they can wait till delivery date before securing their raw material 
and can use the grades of grain which are tendered on contracts, but 
if they must purchase at intermediate dates their protection is only 
partial, as the spot market in which they must buy their supplies may 
advance without limit above the futures price. 


CHarLes O. HARDY 
University of Iowa 


Leverett S. Lyon 
University of Chicago 








THE PRACTICE AND THEORY OF LABOR 
ADJUSTMENT: 


Lord Askwith is in a measure the Nestor of labor conciliators and 
arbitrators. As a permanent official in the English Board of Trade, 
and as chairman of the war-time Committee on Production, he 
adjusted with almost uncanny success hundreds of hard-fought indus- 
trial disputes in the decade following 1907. In this mature, seasoned 
volume, he tells the story of the more important of these contests 
and offers his suggestions for lessening labor unrest. 

His chronicle of the great strikes of this period makes fascinating 
reading. The intimate play of personalities, and the small difficulties 
which often impede great settlements, are both sketched with dry 
humor. One of the most amusing of his experiences occurred early 
in his official career, when in 1907 the Belfast carters and dockers 
struck under the leadership of Jim Larkin without presenting definite 
demands, and were waging the battle with all the well-known fervor 
that Larkin inspired in his followers. Mr. Askwith (for he is one who 
has since had his peerage thrust upon him) asked Larkin whether he 
could tell him what the carters wanted and put it on paper. “Mr. 
Larkin could not tell exactly—so it was suggested some of them should 
be got and we would jointly try to find out. This idea interested him 
and it was done.” Larkin threw himself vigorously into this effort 
and, from the conflicting opinions and desires, finally hammered out 
a proposal which became the basis of settlement. In commenting 
on the occurrence, Lord Askwith approvingly quotes the saying of a 
Dublin employer: “I don’t know how you can talk to that fellow 
Larkin. You can’t argue with the prophet Isiaah,” and adds, “It 
is not wise to argue with such men but it is possible to suggest to 
their minds a different facet of thought.” 

Speaking of the temper of labor in different sections of Britain, 
he remarks (p. 190): 

On the assumption that a settlement must be effected, say at 12 o’clock, 
with the alternative of a fight, generally perfectly useless, Scotland will 

‘Lord Aswkith, Industrial Problems and Disputes (Harcourt, Brace & Co., 
1921, pp. 493); Herbert Feis, The Settlement of Wage Disputes (The Macmillan 
Co., 1921, pp. 289). 
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settle at five minutes before the hour and make quite sure; Lancashire 
will settle one minute before that hour, Yorkshire will debate so long that 
they may by inadvertence pass the hour and have trouble; Wales will 
take no note of the hour and sometimes settle and sometimes not; and 
Ireland will say that the clock is wrong and that if it is right, they will 
settle or not without any regard to it. Personally I prefer the Scottish 
method. 

Despite a somewhat amusing aura of intense self-satisfaction, 
Lord Askwith does appear to have possessed an extraordinary amount 
of pertinacity and patience. He speaks calmly of a continuous sitting 
of twenty-two hours before he could effect a settlement; and in ror1, 
he personally settled within three months complicated dock and 
transport strikes at Hull, Manchester, London, and Liverpool, and 
participated in the settlement of the railway strike. His conferences 
seem indeed at times to have been almost continuous with little chance 
for sleep. One suspects that it was his physical vitality and reserve 
which wore down the contestants, and rendered them anxious to 
purchase rest and sleep even at the expense of compromise. 

Prior to the war, Lord Askwith operated under the Conciliation 
Act of 1896, which was only optional in its terms, and he accordingly 
generally confined his efforts to attempts at conciliation. The Muni- 
tion Act of 1915 virtually established compulsory arbitration for all 
munition industries, and the scope of this act was broadened by 
subsequent amendments. As chairman of the Committee on Produc- 
tion, he became the chief arbitrator of the myriad disputes and increas- 
ingly found that nation-wide awards, rather than local settlements, 
were needed to give uniformity and stability to a situation that was 
at best chaotic. 

By what technique and by what principles was Lord Askwith 
able to settle so many strikes? In an illuminating paragraph, in 
which he describes the qualities requisite for a successful arbitrator or 
conciliator, he gives the secret of his own success and this paragraph 
(pp. 404-5), despite its length, is worth quoting almost in full: 

An arbitrator is in a very different position to a conciJiator. He sits as 
a judge, and as a rule, the less he says the better, provided that the questions 
and issues debated before him are clear to him. If he pleads judicial 
ignorance and asks foolish questions in a trade dispute he is done. The 
flow of speech is interrupted to explain an elementary point, and any 
listeners knowing the trade will regret that so ignorant a man has to decide 
fateful questions. If he does not understand, it is nearly certain that before 
the arguments are finished, trade terms, trade issues, the exact difficulties 
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will be clearly elucidated without an intervening debacle. A conciliator 
has to go through the same process, but he must be far more quick at getting 
at real points, the real kernel of the dispute, and concentrating upon that, 
with a view to seeing how it can be dealt with. If the parties crystallize 
in hopeless opposition, a settlement is doubtful. Unless the parties continue 
to negotiate, either together or with the conciliator accurately ascertaining 
and weighing the arguments of each party and conferring separately with 
them, a breakdown is certain. It is vital to continue negotiations, or as is 
usually said, to keep the parties together. Negotiations may continue for 
hours and then for the time being resolve themselves for further hours into 
plans for preventing a rupture It is easy to see, if these points are 
considered, that in conciliation the main point is to get the parties together 
and to keep them together; and that this main point requires patience as 
the first, second, and third qualification, and in a minor degree tact, judg- 
ment of men, ingenuity, courtesy, power of interpretation of the wishes of 
the parties and an utter absence of exhibition of partisan feeling. Irony, 
invective, or eloquence are unwise weapons to use. They are liable to be 
misunderstood. Anger on rare, but only on very rare, occasions, may be 
justifiable. Its strength lies in unexpectedness. Emotion is out of place; 
imagination must be sternly curbed though it may frequently be a stepping- 
stone to the sure ground of practical suggestion. If the conciliator is asked 
for his view, let him give it without fear or favour; but it is at least unwise 
to take sides, as so many people do, before all arguments have been heard 
or before every aggrieved person has had a chance of saying what he thinks, 
whether his point is good or bad (The conciliator’s] common sense, 
brain-power, or magnetism . . . . is directed to one object which initially, 
perhaps, nobody else in the meeting may desire or contemplate; that object 
is peace, and, as far as possible, a durable peace. 


As is implied in the last sentence, Lord Askwith’s object has been 
peace. But aside from his technique, one is anxious to find whether 
he has developed a set of principles which have enabled him to secure 
it. One searches in vain for them. He seems to be thoroughly 
British in his neglect of social theory and in his opportunistic grappling 
with problems as they arise. On page 129 he tells us again, “I had 
determined that wherever possible in cases coming to my lot, I would 
try to end the lockout or strike,” but he tells us nothing as to how he 
was able to secure settlements or, more important still, what forces 
and considerations determined the terms of the various agreements. 
Aside from the inference that they came as a result of his making 
both sides mutually talk each other under the table, is there any 
explanation? Is it not true that the real forces which were operating 
upon these parties were not primarily the patience and pertinacity 
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of George Askwith, consistent though they were, but the relative 
economic and political strength of the contestants? Was not the 
nature of the truce that resulted necessarily determined by the relative 
balance of power? Lord Askwith’s proposals for settlement appear 
in various cases to be only ingenious devices for enabling one or the 
other of the contesting parties to save his face. The deeper issues 
involved in arbitration as well as in conciliation proceedings seem to 
have been settled, according to the fashion so aptly described by Mr. 
B. M. Squires, as awarding, with much unction, the lion’s share to 
the lion. The popular opinion, indeed, of the principles that governed 
Lord Askwith may be indicated by the fact that in his later years he 
was known by the sobriquet of “‘Split-the-Difference Askwith.” 

It is perhaps this obtuseness to the deeper issues involved in the 
industrial struggle which renders the author unsympathetic to the 
newer social movements. The man who felt completely at home in 
dealing with questions of “wages, hours, and conditions” is quite 
evidently out of his depth in dealing with the demands for a social 
reconstruction and in discussing them; his former imperturbable 
patience is clearly worn thin. His comprehension of the scope and 
depth of the issues involved is seen in his belief that a proper system 
of training and promoting the ablest of the younger men in industry, 
would, by weaning them away from group action, largely compose 
the industrial difficulties of the day. 

His dislike of the interference of cabinet ministers, particularly 
Lloyd George, in industrial disputes is patient throughout the book 
but more particularly in the section dealing with the war. He regards 
them as ill informed, and as primarily solicitious of popular support 
rather than of a correct settlement, and would have them leave all 
settlements to such experts as himself. In a similar fashion, the 
Australian arbitrator, Mr. Justice Higgins, has resented the inter- 
ference of the Australian Premier, Mr. W. M. Hughes, in labor disputes 
and has in consequence recently resigned his chairmanship of the 
Industrial Court. 

While we must respect the natural indignation of two such success- 
ful arbitrators, they cannot legitimately expect elected public officials 
to refrain from dealing with important industrial disputes. Such 
disputes, involving as they do through the interconnection of industry 
increasingly large numbers of consumers and workers in allied trades, 
constitute some of the major problems of public policy. When the 
public interest becomes so intimately involved and large groups of 
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consumers demand settlement, official government must necessarily 
act if those responsible to the electorate desire to retain their power. 
Expert bodies may deal with small disputes and with the incipient 
stages of important struggles, but whenever the situation becomes 
nationally serious, they must expect the primary decisions to be made 
by “those (in the phrase of Adam Smith) crafty and insidious animals, 
vulgarly termed politicians.” Nor is this in itself a “degradation of 
government”’ as Lord Askwith believes; it would rather seem to be 
the stuff out of which government is made. What we should strive 
for is to have men in responsible office who have a thorough grasp of 
the basic facts of economic life, who are imbued with a humane yet 
realistic spirit and who are willing to listen intelligently to the advice 
of experts such as Lord Askwith. This, together with a truly educated 
public opinion, affords more ultimate hope than the decisions of a 
class of expert civil servants, who are necessarily removed from the 
trend of public opinion. 

This engrossing book, while it deserves to be read and pondered 
by all students interested in labor problems, does nevertheless not 
furnish us with a concept of what justice is in the industrial struggle 
nor of the details and methods by which it is to be applied. 


Nor, we are forced to add, does Feis’s The Settlement of Wage 
Disputes, although it purports to deal, not with the obscure details 
of close practical experience, but with the fundamental principles which 
should govern the fixation of wages. The first half of the book con- 
sists chiefly of an elaboration in well-turned phrases of the doctrines 
of Alfred Marshall and Taussig concerning the present position of the 
workers and of the forces that determine wage levels. Like many 
of the younger group of students, he shows his predilection for English 
authorities and frequently quotes them concerning some point, with 
an air of finality, when it would be better to go back directly to the 
actual sources. The most original suggestion in the first part of the 
book is the pointing out that, especially in the early stages of pros- 
perity, increased wages can normally come out of the extra profits 
of the employers resulting from the disparity between the movements 
of prices and costs, instead of being passed on to the consumer in the 
form of a higher price. 

The second half of the book is given over to an attempt to work 
out correct principles of wage determination to be applied by a public 
arbitration board. As a result of this effort, the following norms 
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are deduced: (1) the standardization of wages by occupations through- 
out industry; (2) the granting of a living wage to all workers; (3) the 
fixation of proper wage differentials between classes of work; (4) the 
adjustment of wages according to an index number of all commodity 
prices, which the author prefers to a straight cost of living index, 
since it gives the worker a closer approximation to “the total value 
product of industry”; (5) the advancement of wages according to the 
degree to which profits as a whole, not in one concern or industry, 
are above a level recognized as “fair”; (6) the encouragement of 
labor organizations. 

The fourth and fifth points are well discussed and constitute the 
most valuable contributions of the book. On the whole, however, 
one cannot but feel that the author could have condensed his work 
into half its compass to its great improvement and to the reader’s 
solace. 

What is needed in the field of scientific wage determination is not 
so much the closest thinking on abstract principles, which this book 
manifests, as the patient inductive investigation of what the terms, 
which these writers so glibly use, mean quantitatively. Just what 
does a “living wage” mean in terms of an equivalent adult male at 
a given time and place? How many persons constitute the families 
which the workmen have to support? How large is the “national 
dividend” and how is it shared now? What is the quantitative effect 
of prosperity upon output per man per hour? What variation of 
wages is necessary to effect standardization of reward for equal effort 
between two dissimilar jobs? What are “profits” anyway and how 
can they be measured ? 

It is not until economists turn from a sterile juggling with vague 
and frequently empty phrases and at least begin to try to answer such 
questions as these, that their advice and counsel will have real pith 


and authority. 
Paut H. Dovuctas 
UNIVERSITY OF CHICAGO 











FINANCING A CHANGE OF BUSINESS THROUGH 
COMMERCIAL PAPER ISSUES 

The National Wholesale Company, a wholesale grocery concern, 
applied to the Smith Brothers Company, a commercial paper house 
located in St. Paul, for open market accommodations in April, 1922. 
The documents in the case show that the concern had been selling 
goods to retailers who had sold, in turn, to farmers, cattle companies, 
etc., on long terms of credit. This situation had resulted in the 
extension of long terms of credit by the wholesale company to the 
retailers, thus tying up a considerable portion of the former’s working 
capital in slow assets. The wholesale company proposed to establish 
a chain of cash groceries, in short, to control the outlet for its goods. 
This change in the nature of the business would, it was said, enable 
the company to cease carrying its customers and thus to reduce its 
need for borrowed capital. 

The issues raised by the case may be stated as follows: 

1. Do you think that the establishment of a chain of cash stores 
will reduce the company’s needs for borrowed working capital? Might 
such needs be increased by the establishment of the proposed chain? 

2. If the needs of the company for borrowed working capital 
decrease by an amount equal to the receivables on the balance sheet, 
should the company expect to obtain accommodation from the com- 
mercial paper house? (It should be remembered that the paper 
houses dislike to handle paper issues in amounts less than $50,000, 
unless the future holds promise of such issues.) 

3. Should the company borrow in the open market under the 
circumstances indicated ? 

4. How should the bankers of the company regard the proposed 
change in the business ? 

5. How will the “old line” retailers regard the new chain of stores ? 
What of it? 

6. If the change in the nature of the business were not planned 
would you approve of the policy of securing funds in the open market ? 


DOCUMENT I 


Report of a credit company as of February 1, 1922: 


The National Wholesale Company was incorporated in 1916 and is a 
consolidation of two companies which had already built up a large business. 
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Since the time of consolidation it has increased its business considerably. 
It sells over a large territory and maintains three branch stores—two in 


the same state as the home office and one in an adjoining state. 


























STATEMENT 
Date Assets Liabilities Surplus 
December, 1916..... $ 969,108 | $385,021 $584,086 
December, 1917..... 989,692 345,261 644,830 
December, 1918..... 1,388,312 726,632 661 ,832 
December, 1919..... 1,253,080 547,544 706,056 
December, 1920..... 1,167,488 512,298 655,348 
NATIONAL WHOLESALE COMPANY 
BALANCE SHEET, DECEMBER 31, 1921 
ASSETS 
Current Assets— 
Re eee eet rere et $ 58,680 
Acopunts receivahe, GAGB........... 2. cece s cscs 266, 380 
Accounts receivable, personal................... 24,338 
Accounts payable, debit balances................ 151 
ee rer errr 46,691 
Advances, salesmen’s commissions, etc........... 1,907 
SI II 5 655-5 Kk doar saneanscasaesade 7,602 
MII. ove ckrdecarwesesausneewme 587 
Merchandise: 
I 5g osc ccrnecckcdalasieaa $238,552 
eerie earner 35,748 
NED aoc orvcrmnncecdienkceae 21,147 
PN Beh ccicuhadincauiees 84,302 379,839 $ 786,265 
Prepaid assets— 
EMSUPENCS PANT TA BAVANED. 2.60.00 0.06 cecssceesens $ 4,208 
Suteneal ONE Tl SAVORED... 0.6.56 005:60:00 vacesser 5,264 9,472 
Investments— 
Stocks owned in companies..................... $ 56,720 
Real estate not used in business................. 16,850 
Life insurance policies: 
On life of the president, cash value............ 4,320 
On life of another man, cash value............. 1,067 78,957 
Fixed assets— 
NN AEE ssa. 50:55 alsin ik sienna ead $103,712 
PUMIUIG SO GOIIIEE, 5.5.6. .5 occ cccecdiswaricces 5,508 
Automobiles MI. ss cevnwkuekedaweawea 7,078 
Live rer err er ar wert 4,634 
PEAT CHIEN 6a. oi5. sn cdccadewtocedeaneine 1,283 
Automobiles, sales department ..............+.++ 2,308 124,613 
Deferred assets— 
ee ree 3,130 





$1,002,437 
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LIABILITIES 
Current liabilities— 
MIR ove kxece a hus cody eee seeecee $ 20,472 
SET ee ee Ree er er 419,200 
Stockholders and employees...................-. 27,275 
I 3. ch cred oiedvdsncsscrcabacs 81 
EE ET ee ee 280 $ 467,308 


Capital accounts— 


RT IE Ee se ce 95,129 535,129 





$1,002,437 


“None of our assets are pledged as collateral. None of our bills receiv- 
able or accounts are due from our officers, or the companies in which we 
are interested. None of our bills receivable are discounted and we have 
no contingent liability of any nature whatsoever. The stocks which we 
own in other companies can be sold for more than we are carrying them. 
We discount all purchases. 


Insurance on merchandise.............. $467 , 400 
Amount of insurance on buildings. ...... 67,200 


“Our home building is sprinkler equipped, and our insurance rate is 
the lowest in our city. 


cov 


Ve carry $40,000 life insurance on our president payable to us.” 


GENERAL INFORMATION.—Their statement, compared with a year ago, 
shows assets of approximately $165,000 less and liabilities about $45,000 
less. Their capital and surplus accounts are the same, but undivided 
profits account has been reduced from $215,348 to $95,129, indicating a 
heavy loss for the year’s business. Their receivables have been somewhat 
reduced although collections have not been good, but their 1921 volume 
was not as large as formerly. While a loss is apparent they are considered 
as having the business well in hand. They are continuing branches numbers 
one and three but say they are discontinuing branch number two. 

The officers are well-regarded, experienced, attentive, and of good 
ability, and regarded with confidence. 

PAYMENTS.—They have the reputation of discounting purchases. 
FirE Recorp.—None. 
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DOCUMENT II 
NATIONAL WHOLESALE COMPANY 
COMPARATIVE ANALYSIS OF OPERATING STATEMENT 

















Year Gross Gain Expense | Net Profit or Loss pon _, Amount 
on ee $281,560 | $175,816 | $105,743 12 $54,000 
oS pea ee 308,672 237,822 70,848 12 54,000 
WR ci cesa wane 342,693 223,585 97,268 12 54,000 
Se eee 256,505 219,844 35,866 8 35,200 
ee 117,732 200,481 83,000 Def. ° fore) 























Percentage of | Percentage of | Percentage of 
Year Net Sales Expense to Gross Gain to| Net Gain to 
Net Sales Net Sales Net Sales 
SE EET Oe ee $2,515 6.98 II.19 4.26 
UE ph accdeeneausewas 3,078 7.92 10.02 2.30 
WR oc i ccbncesdeacees 3,416 6.54 10.03 3-40 
WR os cacecausensnen 2,965 7.4 8.64 1.2 
irc aeons 1,898 10.56 6.19 4.37 Def. 

















DOCUMENT III 


A letter from the president of the National Wholesale Company 
to the St. Paul Commercial Paper House of the company, dated 
May 10, 1922: 

My DEAR Mr. X: 

Our concern began to sell paper in the open market some twenty years 
ago. Up until recently our account was handled by the James A. Bing 
Company of New York. We have decided however to give the account to 
a company which maintains offices nearer the location of our business. 

We have decided to stop carrying our customers. In other words, we 
are going to sell on short time credit or for cash. In order to accomplish 
this we are planning to establish a chain of cash grocery stores throughout 
South Dakota and Idaho. It is obvious that once these cash groceries 
begin business we shall not need such heavy loans, but it will take until 
the latter part of January to collect some of the receivables which we have 
carried for years. Until that time we shall need to sell about as much 
paper as heretofore. 

With reference to our balance sheet for December 31, 1921, the following 
should be noted. 

1. The personal accounts receivable are the long time accounts of 
humerous grocery, cattle companies and miscellaneous individual debtors. 
These accounts range in amount all the way from $10,930 to $1.25. The 
amount due from individuals is, however, only $3,067. 











208 S. P. MEECH 


2. We hold some notes receivable personal, all of which are due from 
employees and most of which are secured by real estate mortgages. 

3. Real estate not used in the business consists of four or five farms 
located in Montana and Wyoming. Also two pieces of real estate in the 
city which has been taken to satisfy debts or have been bought in under 
mortgages held. 

4. Stocks and bonds owned are as follows: 





















































Par Value | Book Value 

A Biscuit Company........... $16,800 | $26,800 
B Coffee Company............ 04 9,440 12,600 
C Commission Company....... 32 3,200 5,280 
D Canning Company.......... 79 7,900 10,800 
E Home Building Association. . . 8 800 800 
Be) eae 8 200 200 
G Local Athletic Association. .. . 9 240 240 

Sree ere Sere $38,580 | $56,720 














5. The life insurance policies represent cash surrender value of policies 
on the lives of two men, one of whom is an officer of the company, the other 
having severed his connections with the firm. These policies increase in 
value each year as much or more than the company pays out in premiums. 

6. Since October 31, 1921, the debt of the company has decreased 
$40,000 and $52,000 has been invested in 33 retail cash grocery stores. 

7. Our bank lines are as follows: 


A. Bank of New York............. $120,000 
B. Bank of New York............. 40,000 
C. Bank of Cincinnati............. 80,000 
eS ef reer rrr 64,000 
Be. Bom of Caieeee. ... 5.6 os. sase. 40,000 


8. Our paper will bear the signature of five endorsers whose total net 
worth is $240,000. 

9. We believe that the accountants have erred in listing personal 
receivables and cash surrender values of life insurance policies as slow 
assets. 


S. P. MEECH 


UNIVERSITY OF CHICAGO 






















EXPANSION OF FIXED AND WORKING CAPITAL 
BY OPEN MARKET BORROWING 


I, PRELIMINARY STATEMENT 


The Fountain Refrigerator Company is an example of a concern 
which expanded capital in 1919-20 to meet what proved to be a 
permanent increase in demand for its products. As will be later seen, 
the increase in plant which occurred in 1919-20 was made possible, 
indirectly at least, by the borrowing of funds in the open market. 

The following questions are designed to direct the attention of the 
reader to the important issues involved in the case. 


1. How did the company finance expansion of fixed assets? Do you approve 
of the policy followed? Why or why not? Assume that instead of 
borrowing in the open market the company borrowed all funds of its 
banks? Would your answer to the first part of the question be changed ? 
Was the commercial paper house acting wisely in 1919 in advising open 
market borrowing to finance expansion of capital ? 

2. Did the company experience any difficulties as a result of its expansion ? 
What light does this case throw on the theory that bank loans should 
never be used “‘for fixed capital purposes” ? 

3. Do you see any danger in the policy of selling a large part of the annual 
production to one customer? Does this danger threaten the solvency 
of the company ? 

4. How could the company have insured itself against the refusal of the 
paper house to renew loans falling due in 1920? What do you believe 
would have happened if the paper house had refused to renew paper or 
sell new paper during this year? 

. Do you think that the company’s banks would have refused to renew 
loans during 1921? For the same reason that the paper house might 
refuse to sell more paper ? 


wm 


Il. GENERAL INFORMATION 


The Fountain Refrigerator Company manufactures a patent 
refrigerator. The main plant is located at Grand Rapids, Michigan, 
and a second one at Mason, Michigan. Both plants are very efficient 
operating units. Since the company was organized in 1870 it has 
never suspended business for a single day. The management has 
been in the hands of the Fountain family which has made a reputation 
for itself in the trade. 
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In addition to first rate credit standing with trade creditors in 
1919, the company possessed the confidence of its bankers and of a 
large New York commercial paper house. The bank and paper house 
‘‘lines” were as follows in 1919: 

A. National Bank of Grand Rapids............. $ 40,000 

B. National Bank of Lansing.................. 40,000 
C. National Bank of Detroit. ................. 













All paper of the company was indorsed by J. F. Fountain who was 
reported to be worth $240,000 as an individual. In addition the paper 
was guaranteed by a large corporation engaged in the marketing of 
furniture through a chain-store system. This corporation owned 
about one half of the common stock of the Fountain Company although 
Mr. Fountain possessed enough of the stock to insure his control of 









TABLE I 
ANALYSIS OF SALES OF FOUNTAIN REFRIGERATOR COMPANY, APRIL, 1922 








































panna! ol Sales to Others Total 
WOOF 1990...... 0c cseccsccscecvcees $1,664,319 | $2,948,707 | $4,613,026 
Year IQ2I........ nee eeee ttt eeeeees 033,832 3,478,719 | 4,412,551 
First eight operating periods 1922 (to 
WE Mics bcoccnaedrecuasneasa aan 238,868 1,443,259 1,682,227 














the company. Table I indicates the importance of the trade relations 
existing between the two corporations. 


Ill. EXPANSION OF BUSINESS IN IQIQ-20 


In early 1919 the demand for Fountain products caused the man- 
agement to decide to construct the second plant at Mason, Michigan, 
and the advice of the commercial paper house was asked with refer- 
ence to the method to be used in financing the construction. The 
paper house wrote that since the earnings and assets of the company 
were so large and since the new plant was to cost only $280,000, 
working capital could be used to finance construction and the open 
market could be used to secure “additional funds.” Working capital 
for the new plant of from $120,000 to $160,000 could also be secured 
through the open market. 

The balance sheets and earnings reports which follow indicate 
how the Fountain Company financed the proposed expansion. The 
new plant went into operation in June, 1920. 

















EXPANSION OF FIXED AND WORKING CAPITAL 


IV. THE ACCOUNTING REPORTS 





























DOCUMENT I 
COMPARATIVE BALANCE SHEET, 1918-1922 
(coo omitted) 
Dec. 26,|Dec. 24,|JU2€ 24+|Dec, 30,|Dec. 29, May 28 
rox8 "| roio'"| G2) roaor | roase | IP 
Assets 
ERO PERE EE OT ee $ 66/$ 138/$ r1o4gi$ 178/$ 180\$ 215 
BE PI 6 0sscnccisessaneees 194 286] 285) 417) 117 93 
Nas cain os dccsoncaviaes 7 4 4 23 22 39 
Accounts receivable (net)........... 213} 184] 505] 179] 479) 741 
Bills receivable (partners or officers). . 62 eee 26 ee 
RR Oey Pare 309} 530] 822 716} 889; 782 
Real estate 
OS I Sree rrr rere 542| 864] 1,278] 1,587] 1,517] 1,408 
Equipment (net) 
I, isiaiciahercsscpacsvoeee 35 26 26 25, 258) 258 
DGHIROG CROMIEB. 6. o.oo occscccaccses 14 16 84 31 25 20 
SS IS reer 160} 160} 160) 160} 160} 160 
OT eee eee. teens. Ema 18 32 30 
WU > kes occas coun $1 ,692/$2 , 241|$3 , 358|$3 , 060)$3 , 731/$3 ,836 
Liabilities 
II 56s 8 tad 5x Sarda nae $ 80/$ 3801$ 749/$ 8201$ 680\$ 628 
oe 45| 107] 352) 125) 273) 114 
Accrued 8 
Taxes, state and federal f “*"""***** 44 95| 182 77| 102) 110 
IE 6 .bkicacccasdectenvinva Fee eee Some Sere Hine 
CONN va cccccennseumeies 214 226 403 410 416 419 
1 cng a a CTO 578| 578] 578) 5781 578] 578 
Ra ree eee 683} 855] 1,094] 1,050] 1,682] 1,987 
Total TAREE, 5 ooo cceecccac $1 , 692|$2 , 2411$3 , 358)/$3 ,0601$3 , 731/$3 , 836 
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DOCUMENT II 


CoMPARATIVE EARNINGS REPORT, 1918-1921 
(coo omitted) 

























Dec. 24, Dec. 30, 





Dec. 26, June 24, July 28,|Dec. 29, 
1918 1919 1920 1920 1921 1921 
(12 Mo.)}(12 Mo.)| (6 Mo.) |(12 Mo.)| (6 Mo.) |(12 Mo.) 













I aaa aha soc cr faring vesileen $2 ,006/$2 ,823|$2, 402/$4 ,612/$2,4711$4,412 
Net earnings (after taxes)........... 162 259 266 eee 428 
I ch Se eg al 43 87 8 re 28 
Charged off—miscellaneous adjust- 

PN <a theese eenced be 4 kennee | eee Serer rere ewe Merrie 



















































REFERENCE NOTES ON ACCOUNTING REPORTS 


I. 1919 statement—surplus gives effect to deductions for federal taxes, minor 
adjustments and for dividends of 12} per cent on common stock and 7 per cent on 
preferred stock. 

2. June, 1920, statement—surplus subject to federal taxes and does not reflect 
loss on new plant due to hailstorm, this being considered part of the cost of con- 
struction. 

3. December, 1920, statement—surplus subject to deduction for federal taxes 
estimated at $35,000. Unfilled orders in December, 1920, amounted to $1,600,000; 
inventories were valued at lowest possible market prices. It should be borne in 
mind that inventories included materials of the new factory at Mason, Michigan. 
“Profits from January 1, 1920, to October 15, 1920, were $816,000 which was 
ultimately reduced to $216,000. Of this shrinkage about $23,000 was due to losses 
on liberty bonds sold; $30,000 to additional depreciation on plant and equipment; 
$96,000 covered operating losses as a result of a shut-down of the Grand Rapids 
plant and asa result of initial losses incidental to starting the new plant at Mason; 
and about $449,000 due to decline in the value of inventories. The rate of depreci- 
ation written off and charged against 1920 operations was to per cent on equipment 
and 5 per cent on buildings. The increase in fixed assets is almost entirely covered 
by construction of the new plant at Mason. No further expansion is contemplated.” 

4. December, 1921, statement—the surplus includes the equity of the com- 
pany in a subsidiary valued at $232,000. Inventories are valued below current 
market prices. Bank loans were reduced by $120,000 before March, 1922. Federal 
taxes are estimated at $76,800. Net business for 1921 increased 15.1 per cent in 
units although it decreased 4.3 per cent in dollars. The company had oversold its 
maximum production 53.8 per cent by March, 1922. 

5. May 18, 1922, statement—“‘The Company is operating at capacity and 
the sales are supporting this program.” Sales for the first quarter of 1922 increased 
35 per cent in dollars and 50 per cent in units over the same period for 1921. 


L. W. MInTs 


UNIVERSITY OF CHICAGO 

















BOOK REVIEWS AND NOTICES 


A Century of Banking in New York, 1822-1922. By HENRY 
WysHAM LANIER. New York: George H. Doran Company, 
1922. Pp. x+361. 

“This volume had its origin in a plan to commemorate the cen- 
tenary of a Trust Company—the first corporation ever authorized 
to accept trusts,” namely The Farmers’ Fire Insurance and Loan Com- 
pany of New York. The author enlarged the scope of his plan so as 
to include “‘a comprehensive survey of the business and financial 
conditions of a hundred years ago, with special emphasis on the 
personal side, and a narration of the growth of New York to its pres- 
ent financial position.”” The greater part of the book, twelve of its 
fourteen chapters and 272 of its 361 pages, is devoted to this narra- 
tive. 

It is not a history of banking of the type usually produced by 
scholars but a gossipy and very interesting collection of facts regard- 
ing New York, its banks and bankers. It contains a number of good 
photographs and reprints of rare documents, among them a pamphlet 
published in 1845 entitled “Wealth and Biography of the Wealthy 
Citizens of New York City” and a number of lists of wealthy New 
Yorkers from the Dutch period down. It also contains a series of 
excellent descriptions of New York at various periods, descriptive 
snapshots, as it were, which aid very much the historical imagination 
and enable the reader to appreciate the tremendous changes through 
which the city has passed during a century. It is well printed and 
well written. Of its kind it is a very creditable piece of work. 


Witiiam A. Scott 
UNIVERSITY OF WISCONSIN 


Penology in the United States. By Louis N. Rosinson, Ph.D. 
Philadelphia: The John C. Winston Co.,1921. Pp. ix+344. 
$3.00. 

In this book Dr. Robinson gives us a brief sketch of the develop- 


ment and present status of American penal institutions. He sum- 
marizes the evolution of penal treatment through five stages. First, 
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imprisonment was not for punishment but merely for detention 
pending execution, mutilation, or flogging. Second, imprisonment con- 
sisted of idle isolation in the unsanitary jail of the type described 
by Howard, Fox, Fry, and others. Third, imprisonment was a process 
of filing in which the offender was “tucked away” for safe-keeping. 
The fourth stage marked the early attempts to reform the offender 
while serving sentence, and in the fifth and latest stage, we see the 
individualization of treatment, and the consequent appearance of 
probation, parole, etc. The English origin of our penal system thus 
becomes very apparent. 

The author begins the book by a rather fragmentary discussion 
of the theory of punishment. At the outset he hopefully asks “Why 
does society punish men?” but disappointingly concludes that “the 
problem of punishment is a problem of human nature and therefore 
admits of no easy answer.” 

In a separate chapter for each institution—the jail, the house of 
correction, the penitentiary, the juvenile prison, and the reforma- 
tory—the author sketches the evolution of these institutions and 
enumerates the major problems which they present under our existing 
social organization. 

Notably good and new is the author’s discussion of the six main 
types of prison labor—the lease, the contract, the piece-price method, 
the public account, the state-use system, and the public works and 
ways plan. Ina chapter on probation, Dr. Robinson also gives us an 
equally concise, analytical sketch of this newer device for individualiz- 
ing penal treatment. 

All other forms of punishment, death, flogging, the fine, steriliza- 
tion, and civil disability, are discussed in a single chapter. In three 
and one-fourth pages the author treats the subject of sterilization, but 
disappoints even the opponents of this rather radical but important 
proposal by his colorless brevity. 

The author believes that the problem of crime is largely an environ- 
mental one, and that it is “partly under our control.”” Probation, he 
says, “in spite of its defects offers the greatest hope that some way 
may be found to stamp out crime.” The aim of prison administra- 
tion is the development of character; therefore, all state prisons should 
be under the supervision of the state department of education. 

The author’s more concrete proposals for prison reform include: 
(x) the complete socialization of all criminal courts; (2) the specializa- 
tion of penal institutions with easy transfer from one to another; 
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(3) the substitution of the industrial farm for the jail; (4) the abolition 
of the death penalty; (5) the payment of fines by instalments; (6) 
A place in the public school curriculum for the study of penology. 

The author rather upbraids medicine, the law, psychology, and 
sociology for their meager contributions to penology. One wonders, 
however, if we (Dr. Robinson included) are not partly to blame for 
this alleged failure, because of our own vague analyses and the paucity 
of our own suggestions with respect to the specific problems upon which 
we need co-operation from these related fields. The author does sug- 
gest, however, that every criminal lawyer’s training should include 
three months’ detention in the county jail! 

The chief merit of the book is the author’s successful attempt, in a 
comparatively few pages, to integrate our scattered knowledge of 
the origin, development, and present status of American penal institu- 
tions. Its chief defects are its necessary brevity and its method of 
treatment. As a college text or a book of easy reference, the work 
seems ill adapted; especially marked by their absence are such things 
as topic-headings, chapter-analyses, problems for discussion, classified 
bibliographies, etc. On the other hand, the book seems eminently 
well suited to the needs of the general reader, the prison official, etc., 
and from this point of view, it fills a long-felt need. No one can read 
the book without becoming deeply impressed with the really archaic 


nature of our penal system. 
ARTHUR L. BEELEY 
UNIVERSITY OF CHICAGO 


The Evolution of People’s Banks. By DoNnatp S. TUCKER. 
New York: Columbia University Studies in Political 
Science, 1922. Pp. 272. 


Because the United States has been slow to develop co-operative 
credit associations suggestions are made recurrently that the European 
institutions be copied unchanged in form by capital-poor communities 
in this country. In this lies the danger, however, that the methods 
which have succeeded in Europe may not prove adequate here. Such 
a study as Dr. Tucker’s shows clearly that the success of the people’s 
banks must depend upon many considerations which vary from country 
to country, including the concentration and homogeneity of the 
population, the attitude of the old, established banks and of the 
government, and the credit customs of the community. To avoid 
false analogy and to derive benefit from European experience it is 
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necessary, therefore, to study the co-operative institutions intensively. 
In the past such studies, as typified by perhaps the leading American 
work on the subject, Herrick and Ingalls’ Rural Credits, have employed 
primarily the purely descriptive method. Investigations of this 
character are necessary and extremely valuable but “it is not possible 
in that way to bring out clearly the conditions under which co- 
operative institutions have succeeded or failed.” Accordingly Mr. 
Tucker devotes himself to the historical method in order to show the 
influence of changing economic and political conditions upon the 
structure of the co-operative banks. 

In a remarkably scholarly and painstaking manner the author 
traces the origin of these institutions in Germany through the work, 
first, of Victor Aimé Huber who developed and explained to the world 
the ethical aspects of the co-operative movement, and, thence, of 
Schulze-Delitzsch who in an aggressive, practical manner devoted the 
latter part of his life to the organization of those banks which came to 
bear his name. After following out the Schulze-Delitzsch movement 
under the administration of Counsel Schenck and Counsel Cruger 
chapters are devoted to the Luzatti institutions in Italy and to the 
spread of the people’s banks in other countries, including France, 
Belgium, Russia, and the United States. The book closes with an 
attempt to define and delimit the proper field for co-operative credit 
institutions. 

The author’s attempt to state the essential meaning of co-operation 
is exceedingly helpful. From very many oft-conflicting definitions 
Mr. Tucker selects that which emphasizes the legal form of business 
organization. Only by focusing attention upon this aspect of co- 
operation can we gain any adequate understanding of the need of 
co-operative banks in communities already served by the more 
common types of credit institutions. 

In these days of excessive book writing, when so many confine their 
efforts to dilating and diffusing the contributions of others, it is 
refreshing to read a book of this character. A mass of material 
gathered largerly from primary sources has been sifted carefully. 
The analysis seems to be adequate and the conclusions well 


established. 
Haroitp L, REED 


WASHINGTON UNIVERSITY 
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The Labor Injunction: An Exposition of Government by Judicial 
Conscience and its Menace. By JOHN P. Frey. Cincinnati: 
Equity Publishing Co., 1922. Pp. 197. 

John P. Frey has been for many years an influential and conserva- 
tive labor leader. In convention after convention of the American 
Federation of Labor he has fought the industrial unionists, the social- 
ists, and the radicals generally, as a trusted lieutenant of Samuel 
Gompers. He has acquired, moreover, the reputation of being a 
thorough student, through his articles upon the trade-agreement 
system in the stove-molding industry and his co-operation with the 
late Professor Hoxie in his study of scientific management. 

When it comes to the use of injunctions in labor disputes, however, 
there are no conservatives in the ranks of labor. All labor leaders 
and most union men are of the opinion that injunctions as used in 
labor disputes are “intolerable, un-American, and unconstitutional.” 

It is as a statement of labor’s views upon the injunction question 
that this book is chiefly valuable. Every criticism it makes of the 
use of injunctions in labor disputes has been expressed heretofore by 
labor leaders and labor attorneys, but there never has been such a 
clear and complete statement of all the arguments which organized 
labor makes against injunctions. And this statement is entirely free 
from offensive personalities and even of suggestions that judges are 
corrupt, although Frey holds labor’s view that “employers are granted 
rights which are denied to employees.” 

Frey’s case is that, in issuing injunctions in labor disputes, the 
courts have “‘assumed the authority, without sanction by law or 
constitution, to set aside the basic principles upon which the equity 
courts are founded” and that “they have put labor without the pale 
of the law.” He recognizes that injunctions are necessary to protect 
property from irreparable injury when there is no adequate remedy 
of law; but in labor cases only the right to do or continue in business 
is usually involved, and not any injury to property. Frey tries to 
prove, also, that in labor cases injunctions have been issued when there 
were adequate remedies at law and to employers who came into court 
with unclean hands. The net effect has been that workingmen have 
been denied the right of trial by jury and other constitutional rights. 

Frey’s arguments are not likely to convince the courts that they 
have been wrong in allowing injunctions to be issued in labor disputes. 
Undoubtedly, the courts in the last half-century have extended the 
definition of property, but in doing so they have sought only to make 
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the law square with the facts of modern industrial life. The doctrine 
that the expectancies which grow out of long-established relations 
with customers or employees are property, is too firmly established to 
warrant any hope that the courts will retrace their steps. Nor is 
there any likelihood that the courts will accept the eighteenth-century 
concept of absolute rights, which underlies the claims that injunctions 
have denied the rights of free speech, free press, and public assemblage. 
It is now recognized, as stated by the United States Supreme Court 
in Aikens vs. Wisconsin, 195 U.S. 194, that 

No conduct has such an absolute privilege as to justify all possible 
schemes of which it may be a part, The most innocent and constitu- 
tionally protected of acts or omissions may be made a step in a criminal 
plot, and if it is a step in a plot neither its innocence nor the constitution 
is sufficient to prevent the punishment of the plot by law. 


But if Frey’s arguments probably will not induce judges to change 
their views of the law, this book, nevertheless, will have considerable 
influence. It will strengthen the feeling, which is so widespread in 
the ranks of organized labor, that the courts are the allies of the 
employers in industrial disputes. 

It is to be hoped that others besides trade unionists will read this 
book. The public, generally, knows little about the bitterness which 
has been engendered by the use of injunctions in labor disputes. 
Frey’s book is a temperate statement of labor’s case, but no reader 
can fail to appreciate how intensely labor feels upon this question. 
To organized labor, injunctions are a matter of “overwhelming 
importance” which “permits of no compromise.” The existence of 
this feeling is of itself, perhaps, the most serious aspect of the injunc- 
tion question. From this point of view, this little book is of real 
value. It may well serve as a starting point for a much-needed study 
of the effects of the use of injunctions in labor disputes. 

E. E. WITTE, 
Chief, Legislative Reference Library 


MapIson, WISCONSIN 


“Chain Stores,” Their Management and Operation. By HAYWARD 
and Wuite. New York: McGraw Hill Book Co., 1922. 


Pp. 411. 
The rapid growth of chain stores has attracted the attention of 
both business men and the general public. The daily press, trade 
papers, and magazines have carried numerous articles during the last 
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ten years about their development. Some have looked upon chain 
stores with fear, in the belief that they might upset present systems of 
distribution, while others have looked upon them with favor, perhaps 
with the hope that their coming into the field would result in gains 
for the public. 

Hayward and White’s work is the first book devoting its entire 
attention to chain stores and attempting to describe their principles 
and methods of operation. ‘The result is an interesting manual cover- 
ing, quite exhaustively, the methods of operation of chain stores, but 
not quite so effectively the economics of chain-store operation in the 
field of distribution of goods. 

The authors have done very well in describing the methods used 
by chains in locating unit stores, in purchasing, warehousing, pricing, 
advertising, and selling. The chapters on “Personnel” and “ Manage- 
ment”’ are excellent and those describing specific chain organizations 
are highly illuminating. 

But to one looking in this book for any valuation of chain-store 
selling in comparison with other methods of distributing merchandise 
to consumers, the book is somewhat disappointing. It seems to take 
too much for granted. There is undoubtedly a place for the chain 
store in modern distribution; the existence of successful chains proves 
that. But managers of chain stores are not without their difficulties. 
In fact, under present business conditions, several chains are finding 
difficulty in keeping up their sales to former levels. It is very doubt- 
ful, taking the chain system of distribution as a whole, that it possesses, 
at the present time, any outstanding advantages, either for investors 
or the consuming public, over retail establishments handling similar 
classes of merchandise and performing similar services but not organ- 
ized in chains. 

The development of the chain-store system has had the beneficial 
effect, through competition, of making multitudes of independent 
retailers take careful account of their methods and introduce economies 
which they might not otherwise have started. One of the most strik- 
ing results in this direction is the increase in co-operative buying on 
the part of independent retailers in their attempt to buy goods as 
cheaply as some of the chains do. As stated above, one looks into 
this book with some disappointment on finding that it scarcely devotes 
any space to a discussion of this problem of so great interest to econ- 
omists and the public generally. 

The book will be found chiefly valuable as an educational aid to 
employees of chain-store organizations or those who plan to go into 
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chain-store service. It would be an excellent book to recommend to 
a young man, working in a chain-store system, who wants to know 
something about the operation of chain-store systems outside of his 
own department. It may also have an interest for the general reader 
who desires to know something about how chain systems are 
conducted. 

The mechanical make-up of the book is excellent, it is easy to read 
and is amply illustrated. The references, topical outlines, and index 
have been excellently prepared. Although it does not answer all of 
the requirements that might be placed upon a book intended to cover 
the chain-store field, no student of chain-store distribution can afford 


to overlook the matter presented in it. 
Pau H. Nystrom 


Bank Credit and Agriculture. By IvAN Wricut. New York: 
McGraw-Hill Book Co., 1922. Pp. 340. 

Students of agricultural finance and banking will find much 
interesting material in this study. It is a condensed presentation of 
the author’s research investigations into “the conditions of the bank 
credit situation in relation to American agriculture under the National 
and Federal Reserve banking systems.” Its primary purpose is not 
to develop a constructive program for dealing with the farmers’ 
short-term credit needs, but rather to ascertain how far the farmers’ 
interest has been served by past and present short-term credit agencies. 

The subject-matter of the book is divided into three parts. Part 
I explains briefly some of the short-term credit needs of agriculture. 
In ordinary circumstances, six months is ample time for this class of 
credit. There are many cases, however, where the farmer needs 
credit for cattle-raising and for making permanent improvements. 
The time required for liquidating this kind of credit (“‘intermediate” 
credit) is too long for commercial and too short for investment bank- 
ing. 

Part II traces the development of the National banking system 
and its effect upon agriculture. The economic and legal restrictions 
imposed on national banks caused heavy cash movements every year 
from one section of the country to another. These movements are 
traced and explained in detail. Furthermore, the financing of 
agriculture was so restricted under the facilities afforded by the 
national banks that state banks did a large portion of the business. 
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In the cattle-growing regions, a special class of institutions, known as 
cattle-loan companies, grew up in co-partnership with state and 
national banks. 

In Part III, comprising the greater portion of the book, the 
author deals with the agricultural-credit provisions of the Federal 
Reserve Act, the rulings of the Federal Reserve Board, the volume of 
agricultural and live-stock paper rediscounted, the transactions of the 
Federal Reserve banks through the Gold Settlement Fund, discount 
and interest rates by geographical districts, and the criticisms directed 
by the agricultural press against the Federal Reserve system. An 
appendix of about fifty pages is devoted to a description of the Federal 
Farm Loan system, the work of the War Finance Corporation, and 
the credit facilities provided agriculture in foreign countries. 

The author reaches the conclusion that “farmers demand more 
credit maturing after go days for the production of crops in the 
spring and early summer than for the harvesting and marketing in 
the fall and early winter” (p. 205); that the Federal Reserve system 
has functioned exceedingly well in meeting the short-term credit needs 
of agriculture (p. 276), and that most of the criticisms directed 
against the system by the agricultural interests have been unjust 
(p. 278). The chief weakness of the system is that it cannot provide 
“intermediate”’ credit. This need could be met through the creation 
of an institution like the Crédit Foncier, operated in connection with 
the Federal Reserve system, whereby farmers’ notes maturing in 
six months to three years could be collected and disposed of in an 
open discount market (p. 269). But, on the whole, “those farmers 
who have been able to show beyond doubt their credit ability have 
generally found adequate credit accommodations” (p. 255). 

The study is well organized and should prove to be a useful 
addition to the literature of agricultural finance. There are only one 
or two points which call for criticism. Attention should be called 
to the fact that the method of plotting the net changes in the ownership 
of the Gold Settlement Fund for the New York and Chicago Federal 
Reserve banks (chap. xvi) is extremely confusing; also that the author 
more than once refers to the “annual plethora of currency” for crop 
moving (pp. 118 and 121) when he obviously has in mind the annual 


shortage of currency. 
GEorGE E. PuTNAM 
58 West SMITHFIELD 
Lonpon, E.C. 1 
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American Banking Practice. By WitttaAM H. KNIFFIN. New 
York: McGraw-Hill Book Company, 1921. Pp. 389. 


Mr. Kniffin has written a good account of the operations of a 
commercial bank, covering, among other topics, those of the duties 
of the paying and receiving tellers, the clearing house, the collection 
of out of town checks, credit and credit information, bank accounting, 
bank organization and administration, and the Federal Reserve 
System. The chapter on par collection is especially good. There are 
a few chapters which deal to some extent with banking theory; but 
on the subject of theory the treatment is too brief and superficial 
to be of any significance. The negotiable instruments law is given 
in an appendix. 

We are assured that the “advantages of the (trade) acceptance 
over the book account are fast becoming recognized by business houses 
and their use is increasing very fast,’ and that, consequently, “the 
time will come when the open account will largely dissappear from 
commercial statements, except in the case of small retailers.” Equally 
sure is Mr. Kniffin that “it is but a question of time when all banks 
will pay their checks at par.’”? Not everybody is so confident about 
these predictions. The author quotes, with apparent approval, a 
statement from the New York Herald to the effect that the per capita 
deposits of building and loan associations in the United States 
increased from $437.41 in 1914 to $507.75 in 1920, an increase of 
16 per cent; but he fails to remind us that during the same period the 
price level rose by more than too per cent. A similarly erroneous 
impression is given by a citation of the deposits of savings banks. 

In orthodox manner deposit, discount, and note issue are given 
as the “three basic functions” of banking, and to these is added a 
fourth—the fiduciary function—which, presumably, is not basic. Tobe 
sure, the receiving of deposits and the making of loans are among the 
chief activities of banks, though hardly the issuing of notes at the 
present time; but the word “function” appears to have a certain 
dignity with which mere activities are not commensurate. In the 
complex economic organization of today banking institutions have an 
important place; they play a definite réle in the process of producing 
the things which men want; and it is this part played by the banks 
in the process of production which, it would seem, might fittingly be 


termed the “function” of banking institutions. 
L. W. Mints 


UNIVERSITY OF CHICAGO 








